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Part Threse
Financing Government Expenditure
Introduction

In the first part, we have seen that revenue constraint has been an
impeding factor to the growth of public expenditure for a long period up
to 1974, As we explained whenever theneqésga;y financial resources have been
available to the government, the increasing ofuépending has not been problem,
Particularly, it has been found that revenue constraint has been felt more
when the economy has been facing a foreign exchange constraint. The:effect
of this constraint has been the slowing down of the growth of public capital
. expenditure rather than public consumption (see part one). This pattern has
been affected by the political factor and the foreign exchange constraint
which determines the trade-off point between capital and currenmt expenditure,

The existence of revenue constraint indicates the deficiencybof the
fiscal system which has not been able to bridge the existing gap between the
'desirable level! 6? expenditure and the 'tolerable burden! of taxation1.
While in.a developed sconomy, as was explained in part one, the gap can be
bridged through the occurence of ‘displacement effects', in a developing
country such a gap may be structﬁral and due to the lack of necessary tax
handles and low taxable capacity as @ell as the political structure of the
society.

In the first two chapters in this part, we will examine the factors
which caused such‘rigidity in the financing government expenditure in develop-
ing countries and its effects on the pattern of economic development, Generally,
there are two channels of financing, financing through taxation (chapter 6)

and deficit financing, whose merits and the extent to which they may be used
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can be explained by their effécts on economic development with regard to
reallocation of resources, savings, investment and redistribution of income.
However, in the evaluation of the tax system, one has to be cautious
about the effects of 0il revenue, There is a considerable and important
difference between the government revenue from ordinary taxes and that of
the oil sector, Although in the Iranian budget the oil revenue has been
partially treated as income tax on oil companies and partially as the profit
of government agencies, there are encugh reasons to treat oil revenues diffe-
rently from other taxes, First, oil is a form of natural wesalth for which
there exists the claim of future generations. Secondly, the change of tax rates
imposed on the profit of oil companies is subject to mutual agreement betuween
both parties and is affected by external factors. Thirdly, the tax rate is
not subject to income or company taxes and therefore change in the tax system
or tax rates do not affect the government revenue from oil companies. Fourthly,
the revenue from o0il is paid in foreign currency which cannot be considered
as a mobilizing of domestic savings, This foreign exchangs nature of the oil
revenue is completely different from domestic taxation, Finally, the o0il sec-
tor affects the economy directly and indirectly in way which cannot be consi -
dered as merely fiscal and have far reaching effects on the economic develop-
ment of Iran, For these reasons, we have devoted a seperate chapter to the

development of oil sector that is the third chapter of this part (chpater 8),
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Note

1= The gep i{s wider in developing countries because on one hand the need
for the desirable level of expenditure is high, on the other hand, the
"tolerable burden®™ of taxation is lowsr due to low level of income. Gupta,
SePey Opecite PP, 367,
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Chapter Six

6 Structure of Taxation in
Iran

Introduction

To evaluate the performance of a tax system, one has to lock for a
set of accepted criteria with which a particular tax system can .be compared,
However, although such an ideal tax system cannot be illustrated, it is possi-
ble to determine different aspects which should be considered in the making
of objectives and tailoring the tax system,

It is true that the basic function of the tax system is financing
government expenditure..If we accept the need for government expenditure as
desirable, first of all, the tax system should be flexible and income-elastic
enough to raise the necessary revenue, Since there are various ways of raising
such revenue, by elaborating on the tax handles and choice of tax bases, a
good tax system must be able to fulfill other important functions at the same
time, In particular, an ideal tax structure should éonsider the changes in
the pattern of resource allocation toward the maximum utilization of écarce
resources inside the economy, distribution of income and incentives to wrck
and investj.

However, sinee in developing countries the tax strucutre is underdeve-
loped and the gap between the 'desirable level' of government expenditure and
the'tolerable burden' of taxation is wide, there is an important emphasis on
the revenue raising aspect of taxation which to a large extsnt has undermined
other functions of the tax system in developing countries. This does not mean
that revenue raising would not affect the allocation of resources and dis-
tribution of income. These effects would be produced as by products rather
than as a part of government objectives in tailoring the tax system. Such
effects may be undesirable and cause misallocation of resources and maldis-

tribution of income which would reduce the importance of the tax system,
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Due to the importance and rigidity of revenue constraint, a number of
studies have tried to find out the reasons for the low gavernment revenus and
inflexibility of the tax system in developing countries. Here, first, we will
examine such reasons and secondly we will analyse the effects of over-empha-
sising the revenue-aspect of taxaiion and the undermining of other functipns

of the tax system on the pattern of economic development in Iran,

6-1 Performance of the Iranian
Tax System

A first glance aé figure (6-1) shows that the tax revenue relative
to the GDP (tax ratio) has rapidly risen during 1959-76. It appears that the
tax ratio has moved up from 14,3 percent in 1959 to 38,0 percent in 1976, Such
a rapid increase seems to make the Iranian case as an exception in developing
countries and may give an illusion about the flexibility of the Iranian tax
system, Although there is some improvement in the tax ratio, the rapid rise
during 1973~76 has bgen due to the rising of o0il prices which is extranous to
the Iranian fiscal system, When this distortion is avoided, the tax ratio in
1976 is not higher than that of 1971 i.e. 14.1 percent (the government revenua
without 0il/GDP without oil). Therefore, the Iranain fiécal system is as
rigid as iﬁ any other developing countries and the rising of the tax ratio may
not be to the government's credit. In order to evaluate the tax performance
from the revenue stand point, one should recognise the 'taxgbla capacity!' of
the economy and then find out to what extent the government has materialised
the potential tax ratio. |

Generally, the rising of the tag'rafio is largely related to the avail-
ability of taxable bases which is more important determinant of the tax level
in developing countries than the variation in demand for government expendituré
(see chapter one). The taxable bases are determined by the 'taxable capacity!

of the economy and the *tax effort'! of the government, While the former is
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figure (6-1)
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in turn affected by merely economic factors, the latter is largely influenced
by socio-political detsrminants, The higher the 'taxable capacity', the greater
will be the potential capacity to tax; and the higher the 'tax effort', the
larger will be the actual tax ratio. There is an inter-dependence relationship
between these two factors, On the one hand, the'tax effort' will be confined
by the level of the 'taxable capacity' of the country, on the other hand, the
high level of the 'taxable capacity' may release the pressure on the govern-
ment to increase its 'tax effort' in order to maintain or raise its revenue
relative to the GDP, and therefore, may result in a lower tax ratio than that
which is determined by the'taxable capacity' of the country. Thus, the changes
in the level of 'taxable capacity' and'tax effort' in the process of develop-
ment may explain the rising of the tax ratio in Iran., The changes also may be
causes for changes in the relative share of the component of government re-
venue,

To explain the changes, first, we will discuss the 'taxable capacity'
ana the 'tax effort' determinants, and then, how changes in these-factors
have affected the share of different components of the total gavernment revenue.
On one hand, it may show the extent to which taxation has been used as a -
means of fiscal policy and, on the other hand, it may explain the extent to
which the government's 'tax effort' has been affected by government economic

policy,

6-1=1 Taxable Capacity

In an e*treme case following N.Kaldor and Cheliiah2 one méy assume
that taxation imposes no social and holitical burden on the society and
therefore the 'taxable capacity' may be defined as the difference betwsen
the national output and subsistence consumption which allous tﬁa pdbulation
to maintain its labour capacitys. Téking into account the capacity of private

investment, the *taxable capacity' of a mixed sconomy depends on the excess
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of its actual consumption over the 'minimum essential consumption of popu-
lation'a. But if we consider the unproductive investment of the private
sector, the 'taxable capacity' of the country will be still higher. However,
in measuring the 'taxable capacity' we may be confronted with two basic prob-
lems, What factors determine the 'minimum essential consumption' and how is
it possible to measure the unproductive investment.,

The 'minimum essential consumption', apart from the strict b;glogical
requirement of subsistence, depends on social conditions and habitss. Although
there is no clear definition for subsisténce level, it is possible to deter-
mine the 'minimum essential consumption' in accordance with the pattern of
consumption of the community. To overcome this problem, we may assume the
actual consumption of first year of the period uhder study as being the mini-
mum essential consumption. Taking into account the rate of growth of popu-
lation, consumption should increase at the same rate., For unproductive invest-
ment, since there is no data available, we have to accept all private invest-b
ment as productive., The taxable capacity calculated according to this defi-
nition indicates the upper limit of taxability; in other words, it determines
the maximum share of GDP which can be extracted by ths government. As table
(6-1) shows, the gap between the potential and actual tax ratio has rapidly
widened; the former is elmost ‘double the latter in 1973. It is true that
the maximization of government revenue as above may bs impractical and even
unnecessary, But, the rapid rising of taxable income not only indicates a
large taxable bass, but also, the appropriatensess of taxing the consipicuous
consumption, Since the pattern of distribution of income has worsened during
the 1960-76 period, it is very likely that the luxury consumption of the
uPper classes accounts for a large share of the growth of private consumption.
Taxing such private consumption is not only an important source of govern-
ment revenue, it is also desirable from both a reallocation of 'resources and

a redistribution of income point of veiw.

...
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.Billion Rials.

Table (6-1)
Actual Assumed Extra Tax Actual !Taxable
Year Private Private GDP pPotentisl Tax Ratio  Capacity
Consumption Consumption Ratio Ratio
at the rate .
of 3% % % %
1959 207,7 T 207.7 280,.,2 - 14,9 14,9
1960 215,3 213.9 296,6 0.5 15,8 1643
1961 221.0 220.3 30644 0,2 15.9 1641
1962 230,.8 ‘226.9 32841 1.2 15.1 16,3
1963 241.8 233.7 377.7 241 16.3 18.4
1964 262.4 240,.8 410,3 543 1647 22,0
1965 272,.9 248,0 460,7 S 19.5 24,9
1966 306.,4 255,.4 506.9 10,0 19.5 29,5
1967 330.6 263.1 566.2 11.9 19.0 30,9
1968 3703 271.0 634.4 1546 19,8 35.4
1969 397.7 279.1 697.6 17.0 19.8 3648
1970 437.8 28745 7680.1 19.3 20,8 40,1
1971 431,.8 29641 853.3 15.9 25,5 41.4
1972 . 477.1 305.0 954,7 18.0 24,3 42,3
1973 53846 314,2 1242,9 18,0 24,5 4245
1974 619.9 323.9 1709,3 1763 43.2 60.5

Source ¢ BMI, Annual Reports 1970 -~ 743 and National Income Of Iran,

1959 - 71.
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However, in the above definition, we assumed no increase in the stan-
dard of living and no economic and socio-political problems in the imposition
of taxation., If the existing pattern of consumption, at any moment, is taken
as the desirable level of consumption, the improvement of the tax ratio will
be related to the improvement of the tax system, Since tax should be taken
in the form of money, the degree of mometization would be importants. Since
the degree of monetization and productivity are different in different sectors
of economy, the sectoral distribution of national income would also be impor-
tant7. In total these are the changes in economic structure which determine
*taxable capacity', if we assume no restriction on the pattern of consumption.

As has been said, the tax ratio is largely related to the changes of
the tax bases in the process of development, As the structure of the economy
changes, with economic development the nature of the tax base changes as well,
andwithit the 'handles' to which the revenue system is attacheda. In the -
early stage of development, the economic structure of low income countries
imposes sever limitations on the structure of the tax system. The predominance
of the agricultural sector and difficulty in reaching it through direct or
indirect taxation would leave aside a small portion of economic surplus to be
taxed., The high share of agricultural sector is accompanied by a low per capi=--
ta income, a large subsistence sector and less commercialization and indust-
rialization, Moreover, since the incomes of the agricultural wage earners
and the profit margins of enterprises are relatively lower and also it is
administratively more difficult to tax enterprises in this sector, ths taxable
surplus will be lower. Therefore, in the process of dsvelopment a negative

relationship between tax ratio and the share of the agricultural sector would
9

be expected
While most modern direct and indirect taxation is not applicable in the
early stage of development, it may be expected that the government will try

to find the easiest tax source. Since most imports and exports are visible
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and readily identified and it is comparatively easy to impose taxes on imports
which can only come through a few controlled points of entry, it may be ex-
pected that a higher share of the foreign sector or ‘'degree of openness'
would result in a higher tax ratio10. |

However, it can be argued that on the export side, a developing country
would be confronted with the problem of demand elasticity for its exports, and
it may only in special circumstances be able to shift forward the burden of
tax without losing the possiblity of earning foreign exchange which is vital
for a developing country. Also, a developing economy in the stage of indust-
rialization would import capital goods and raw materials for the infant indus-
tries which cannot generally be taxed. Since only a part of imports are the
base for taxation, the existing relationship will be only betwsen the 'taxable
imports' and the tax ratio11§ so, surely, the whole share of the foreign trade
sector may hot be representative., Howsver, the size of the'taxable imports!
depends on the possibility of earning forsign exchange on the part of exports,
and it-would be expected that a country with a greater mineral and oil share
in its exports would have larger 'taxable 1mports'12. Therefore, the importance
of the size of the foreign trade sector as a determinant of the !'taxable capa-
city'! may be attributed to the mineral and oil content in the total exports
and income, |

Along with economic development, we would expect a decrease in the
share of the agricultural sector and an increass in the share of other sector,
especially the industrial sector with a higher productivity and thereby a
higher economic surplus; It would aleo open a new tax handle to the government,
Since administrative ease of tax collection and the large economic surplus
are the main facters which affect 'taxable capacity', it would be expected
the other sectors rather than agricultural sector would bear these charac-
teristics. In this respect, the mine and 0il sectors are a positiie deter-

minant of the 'taxable capacity', not only because they produce a large surp-
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lus than any other sectors, but also because of the heavy fixed investment
involved. Investment associated with the mining and o0il industries will tend
to confine the operation to a few large firms often foreign owned. It is also
administratively easier and politically feasible to levy income or export
taxes on these firmsts.

The value added produced in ths service sector of‘an economy such' as,
trade, banking and so on may be taxed more easily -than that produced in the
agricultural sector. Also, the size of the service sector may show the degree
of monetization, urbanization and commercialization. So it may be expected, in
the process of development, that the service sector appears as a positive .
determinant of 'taxable capacity'.

The above shows that along with economic development, the share of
sectors other than the agricultural will increase and thereby the !'taxable
capacity' of the country. To measure ths 'taxable capacity', it may be suffi-
cient to relate the tax ratio to the changes in the structure of the economy
with regard to chenges in the relative share of different sectors. In this way
the regression line so created will show the *'taxable capacity' or the poten-
tial tax ratio of the economy in the long runM(in the following equa tion,
the 1974-76 data has been omitted due to the short effects of the oil revenue),

T/Y = C1A/Y + CZN/Y + csz/v

(1) T/Y = =0.352 A/Y + 0,283 N/Y + 0.384 Z/¥ R% = 0,904

While A/Y = Share of Agricultural Sector in the GOP
N/Y = Share of 0il Sector in the GDP
N = ﬁhare of 'other sector! consisté of manufactﬁring and service
sectors,
T/Y = Tax Ratio (tax revenue/GDP)
As equation (1) indicates the changes of 'taxable capacity' are largely .

affected by the share of 'other sector'. The high coefficient of Z/Y shouws
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that the decreasing share of the oil sector in the future may be less effective
than 1; expected, The steady rising of the tax ratio can be attributed to the
steady changes of the economic structure towards the dominance of industrial
and service sectors,

. However, the abovs 'téxabie capacity' explains thé‘fiéing of the tax
ratio in the process of economic development and Qhere ever the tax policy
has not been used to keep the standard of 1iving lower than'that of the
community's normal pattern of consumption. In other words, the 'taxable cépa-
city! so calculated shows the improvement. of the tax ratio to a rise in income,
degree of monetization and changes of economi; structure. The latter two
create the necessary conditions for increasing the elasticity of the tax
system relative to the rising of income. Therefore, without extra effort, the
government can gain a higher revenue in the process of economic development..
According to the above equation of 'taxable capacity', the tax ratio for 1973
should be around 26 percent which is higher thah the actual tax ratio,

If the conspicuous consumption of upper plassas and theirunproductive
investment is considered, the economic surpl;s £6 bé taﬁped is higher thaé
that which is determined by the above equation. Table (6-2) shows the 'taxable
capacity' measured for the two extreme cases; the'appropriate taxable capacity'
should be somewhere in between, If the actual tax ratio is near to the upper
limit, it will ihply that tax policy has been used to reduce private consump-
tion, Howsver, the actual tax ratioc or the 'tax effort' of the Iranian govern- '
ment has been lower than the 'appropriate taxable capacity'.

In the early stages, the application of the tax policy is bound to be
11m;ted due to the restrictions of tax handling and tax bases., With the improve-
ment of the tax 'handles' and bases and thereby the tax elasticity, the income
generated in different sectors of the economy is more easily resached and a
deliberate tax policy cen be used more effectively. Thus, one may expect to

ses a tax policy aimed at reducing conspicuous consumption in order to increase
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Appropriate Taxable Capacity

Table (6=2) Percentage
Year Minimum Taxable Actual Maximimum Taxable
Capacity Ratio Tax Ratio Capacity Ratio
1959 14,7 14,9 14.9
1960 15,3 15.8 16.3
1961 15.6 15.9 1601
1962 1641 15.1 1663
1963 16.9 1643 18.4
1964 16.9 1647 22,0
1965 17.8 19.5 24,5
1966 18.9 19.5 29,5
1967 19,7 19.0 30.9
1968 20.4 ‘ 19.8 35.4
1969 21.3 19.8 36.8
1970 22.4 20.8 , 40,1
1971 23.3 25.5 41,4
1972 23,6 24,3 42,3
1973 25,2 24,5 42,5

Source : Ses Table (6=1)



378

tax revenue, if political factors do not impede it. As has been explained,
the 'tax effort' of the government is not only affected-by political.factors
but is also influenced by economic policy with regard to encouraging the
private sector and redistribution considerations which still cannot be sepe-

rated from the political tendency of the state.

6=1=2 Tax Effort in Iran

To evaluate the tax effort of the government, it is necessary to under-
stand the development of the tax structure, the relative importance of diffe-
rent sources of government revenue and changes in the tax law.

The development'of the tax structure in regard to the different sources
of government revenue shows that government monopolies and indirect taxes are
the major sources of revenue when the economy is in the early stages of dévelop-
ment. Thg dominance of the agricultural sector and weskness of tax administra-
tion limit the possibility of raising revenue through direct and even indi-
rect taxation other than custom duties, Therefore, the direct control of few
agricultural products thfough a government monopoly right may be the most
feasible way. The government monopoly in tobacco in Iran accounted for 38
percent of government revenue and the custom duties contributed another 20
percent during the 194145 period when the low level of o0il revenue had limited
the import capacity of the economy (figure 6-2). This kind of tax system is
extremely rigid from the revenue stand point, The government revenue is depen-
dent on the growth of production of particular agricultural products for which
the demand is income-inslastic and supply very sensitive to the prica of other
agricultural products, This limits the growth of government revenue, at a
time when the expansion of the industrial sector and government services need
a flexible and rapidly growing source of revenue. Also, the tax system is
very sensitive to the availability of foreign exchange earnings whose short-

age is enormous. With an increase in the oil revenue, that is, from 16 per-
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cent of the budget in 1941-45 to 45.6 percent in 1959, the capacity of the
taxable imports extended and therefore the indirect taxes (mainly custom
duties) rose up to 30,3 percent of government revenus in 1959,

The sluggish growth of oil revenus and the increasing share of capi-
tal goods and rew materials in the total imports, due to the first phase of
industrialization, resulted in a decreasing share of indirect taxes during
1959-70. As has been explained, the restrictive nature of the economic struc-
turs in the early stages of development forces tax administration‘to resort
to the easiest channels and to the sector in which the major economic surplus
is generated, With the change of economic structure towards the dominance of
the industrial and service sectors, the nature of tax 'handles' will also
change towards the use of direct taxation. As appears in figure (6-2), the
share of government monopolies in particular declined to 8,7 percent in 1939
and 4.6 percent in 1970, This was largely due to the decreasing share of the
agricultural sector in the GDP from which government revenue had beenicoming.
The share of direct taxes in the total govermment revenue exhibits an increase
of 8 percent (from 8,7 percent in 1959 to 16,5 percent in 1970) during 1959-70,
However, the sharp increase in the 0il revenue has overshadowed the growth
of goverrment revenue from taxation during 1971-75,

Totally, the relative changes in the composition of government revenue
show that the oil sector was only a minar factor in increasing the tax ratio
during 1959-70 (figure 6-1). Relatively, direct taxation was the main contri-
butor to the rising of tax ratio. Although the changes of the tax 'handles’
and the increase of income elasticity of the tax system may have been the major
factor, the effects of the government's efforts to accommodate the tax system
to the needs of the economy by changing tax law and improving the tax adminis-
trative efficiency cannot be ruled out. Moreover, the changes in tax law can
also explain to the extent to which economic policies and incoms redistribu-

tion have been considered in the making of the tax lauws,
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6w1=2-1 Structure of Direct Taxation

In present Iranian tax law, there existonly two distinctive forms
of direct taxes, income taxes and other taxes. The former consists of tax on
earned and non-earned income, although a distinction has been made with regard
to sources of income including wages and salaries, agricultural acti&itIBS,
properties and estates, interest, professions and companies. The latter includes
tax on wealth in particular inheritance tax. The tax law in Iran is largely a
law rather than a means for the application of fiscal pelicy. For this reason,
one may find it more useful to distinguish between three forms of direct taxa~
tion, income taxes, company tax and wealth tax.

Income taxes

The first comprehensive incoms tax law was passed in 19303 income were
classified according to their sources, and different tax bases and rates were
used for each category. Those imposed on government and municipal salaries
ranged from 0,5 to 4 percent, in the case of other taxable income, the rates
were between 1 to 3 parcent15. Excluded from the law were incomes received
from cultivated lands and rents from real prqperty which were subject to other
taxes (indirect taxation). Several amendments were made,until in 1949 a new
tax law was introduced. These amendments dealt with the progressivity of income
tax imposed on the private sector, increase of tax rates up to 20 percent in
1938 and 30 percent in 19433 and the inclusion of interest, commission and
dividends in the taxable income16.

In the 1949 and 1957 tag laws, the progressive income tax was replaced
by a lump sum tax in the case of small traders, shopkeepers, artisians and
the self-employed, in which the bases of assessment and amount of tax pay-
able were subject to nego tiation between the Ministry of Finance and a guild

representative, Most of the other types of income were taxed on a flat-rate

basis including agricultural property and contractors which were computed at
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a rate of 10 percent of net income in the case of agricultural property and
at a rate of 2 to 4 percent of gross income in the case of contractqrs17. The
progressive tax was in force only for merchants, company and combined per-
sonal (over 700,000 Rls,) incomes which were taxed on a marginal basis (see
table 6-3),

However, the 1957 tax law extended the existing exemption in the 1949
tax law which covered most of the peaple. In particular it exempted:1
a)= All person in receipt of an annual income of less than 3000 Rls.,

b)- Government employees. |

¢)- Wage and salary earners with an income up to 48000 Rls,

d)- All farmers in respect of their share of Crops.

@)= Agricultural incoms in the Province of Khozestan,

f)= Income derived from the rental of agricultural equipment.

g)= Interest on fixed deposit accounts with banks and income from government
loans and treasury notes.

In 1967 a new tax law was introduced which is still in force, with some
amendment made during 1970-75, The new tax law is progressive and all income
other than wages and salaries and property (except rental property) are sub=
Ject to article 134 which determines tax rates for various groups of income
(ses tables.6-4 and 6-5)e The taxable income of different activities are de-
fined in six parts of the tax act and various exemptions and tax holidays
are granted to the manufacturing and agricultural sectorég °

Although the 1967 tax law brings government employees under the income
tax laws, an exemption is granted to them, Up’to 240 thousand Rls, annual
income is exempted from 70 percent of the related tax and from 240 thousand
Rls. to 700 thousand R1s, 50 percent is exempted, Apart from the above exemp-
tion, the general exemption of 60,000 Rials annual income in 1967 rose to
144,000 Rls. in 1974, Rates of tax have changed as shown in table (6-6). wéges

and salaries over 700,000 Rls, are subject to article 134.
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Table (6-3) Rials
Income Marginal Tax Effective
Rates " Tax Rates
Fram .0 To 43,000 Exempt -
" 48,001 " 100,000 12 % 6.2 %
" 100,001 " 200,000 15 % 10.6 %
" 200,001 " 300,000 18 % 13,0 %
" 300,001 " 400,000 21 % 15.0 %
" 400,001 " /800,000 24 % 19.5 %
" 800,001 " 1,200,000 30 % 23,0 %
w 1,200,000 -" 1,500,000 33 % 25.0 %
" 1,500,000 " 2,000,000 36 % 27.8 %
" 2,000,001 " 2,500,000 40 % 30.2 %
" 2,500,001 " 3,000,000 45 % 32.7 %
" 3,000,001 » 4,000,000 46 % 36,0 %
" 4,000,001 " 4,500,000 a7 % 37.2 %
" 4,500,000 " 5,500,000 48 % 39.2 %
" 5,500,001 " 6,000,000 49 % 40.0 %
" 6,000,001 " Upwards 50 % 44,0 £
10,000,000 '
Source ¢ Grove, T.Je., Direct Taxation In Iran : An Outline ,

Bulletin for International Fiscal Documentation, Sept. 1966,

p. 379.



The General Income Tax
In 1967 Tax Law

Table (6-4)
Texeble Incomes - Hirginal Effective
(Thousend Rials) Rate Of Tax % Tax Rates %
From # 0 Yo 400 15 15
" 401 " 600 18 . 16
" 601 » 800 20 17
" BO1  ® 1000 22 18
» 1000 2000 24 21
. 2001 ® 4000 26 23,5
. 4001 » 7000 28 25.4
" 7001 * 10000 30 26.8
" 10001 * 15000 35 29,7
" 15001 ® 20000 40 32.3
" " 20001 " 30000 4S 3645
" 30001  * 50000 - 50 41,9
" 50001  &nd over (100 millions) 55 | 48,5

Source $ Gholam Reza, HoJeti-Ashrafi, Collected Tax Law, Second Edition, Asir Kabir Publisher, Tehran,
1353 (1974). ' -
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The General Income Tax Rates '

In 1973
Table (6-5)
Taxabls Incomes Marginal Effective
(Thousend Riasls) Tax Rates (%) - Tax Rates (%)
From 0 To 400 _ 15 | 15
» 401 " 600 18 16
" 601 w 800 20 | 17
" 801 » 1,000 , 22 | 18
" 1,001 . 2,000 24 21
" 2,000 * 4,000 26 | 23,5
" 4,001 " 6,000 28 25.6
) 6,001 " " 9,000 30 | 26,6
" 9,001 " 12,000 35 28,7
12,001 J 15,000 40 . 31,0
" 15,000 ( 20,000 45 34,5
" '20,001 " 30,000 50 39,7
" 30,001 " 50,000 55 45,8
" 50,001 end Over (100 millions) 60 S2.9

Source : See Table(6-4) .
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Inome Tax Rates for Wages And Salaries
(1967 and 1973 Tax Rates)

table (6-6) .
1967 1973
Taxsble Incomes Marginal Effective fMarginal Effective
( Thousend Rials ) : Tax Rates Tax Rates Tax Rates Tex Rates
From 0 To 60 Exempt - Exempt -
" 60 " 144 10 S.8 " e
ot 144 " . 240 10 7.5 -8 3.2
bt 240 . 300 ' 10 8.0 10 4,6
bl 300 » 400 15 ‘947 10 S.9
* 400 " 600 15 11.5 12 7.9
" 600 " 700 _ 15 12,0 12 8.5
w 700 " .800 20 13.0 20 9,9
" 800 " 1,000 22 14,8 122 12,4

Source & See Table (6-4)

£8g
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Taxable income in agricultural activities is defined as 10 to 45 per-
cent of the total value of annual yields which are assessed according to the
method of cultivation and types of products and is valid for five years. But,
exemptions and tax holidays are enormous and widespread and cover all income
from agricultural activities., Apart from the tax holiday granted to those
Deasantsawho received lands under the land reform law (for five years) and
landlords for cultivation of their own lands for ten years(article 103), the
income generated by investment in the development of agricultural activities
(article 106) and cultivation of certain agricultural products mainly indus-
trial crops (érticle 107), are exempted from agricultural tax. However, an
amendment in 1973 exempts income generated from all kinds of agricultural
activities from incoms tax for 10 years (article 109). Also income generated
from handicraft industfies in the rural areas are exempted from income tax.
General exemption is also applied to agricultural activitieszo.

Professions aﬁd trade are also subject to income tax at the rates men-
tioned in article 134, The taxable income is defined as net profit and the
acceptable costs are determined by the tax law, Apart form the general exemp-
tion and the exemption of pragraph(g) (see P388 ), there is no exemption for
the professions and trade,.

The income derived from interest is also subject to article 134, But
banks, government companies, savings banks and building societies, and co-
cperatives are not subject to tax on interest for they are desalt with by
company tax. However, the received interest in the following case are exempted
from income tax:
1= Interest paid on current and deposit accounts with Iranian banks, saving;

banks and building societies; this exemption does not cover the internal
banksi deposits,
2- Interest paid on pension funds and staff, and worker savings funds.

3- Interest paid on land reform bonds, government bills and bonds, and over=-
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drafts to foreign banks by Iranian banks.

The only tax which is brought under income tax law and is not progre-
ssive relative to various income groups is property and estate tax. This tax
is taken at a flat rate of 2 percent of the value of sale of the estate or
property. But, the rental estates are taxed accoring to article 134?‘.

Company Tax

Although the tax on companies' profits has always been considered under
income tax, different tax rates have been applied and the assessment of tax-
able income has always been based on published accounts and legal books. The
acceptable expenses and depreciation of fixed assets are also determined by
tax law, After ;eduction of the legally acceptable costs frbm the total income,
the rest is considered as taxable incomej in other words, taxable income is
defined as net profitzz.

The 1933 law treated commarcial companiss liks individual merchants,
although different progressive tax rates were applied, With respect to com-
panies, net incomes of over 5,000 Rls. up to 25,000 Rls, were taxed at 3 per-—
cent, net incomes from 25,000 Rls, to 100,000 Rls. were taxed at 3,5 percent
on the additional increment, Incomes over 100,000 Rls, were taxed at 4 per-
cent, Another different set of tax rates were applied to those industrial and
commercial companies which did not come within the definition of the Code of
Commerce. Rates ranged between one and 4 percent progressively. In comparison
with the tax rates imposed on individual merchants, the rate wers lower for
the individual up to an income of 30,000 and higher for the group bstween

40,000 and 100,000 23,
Despite the number of changes in the tax law during 1933-57, companies

were still not treated as a different body from individual merchants, Accor-

ding to the j957 tax law, the applicable tax rates and allowances were the

same as for the merchants except that an exemption of 10 percent taxable

income was given to all companies and for certain specified manufacturing or
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processing companies an exemption of 50 percent24. However, these exemption
show that the industrial companies have been given tax incentives along with
the development of the industrial sector.

The 1967 tax law distinguished between three types of companies, public
companies, private legal bodies other than joint-stock companies and joint-
stock companies, The public companies are subject to article 134 (income tax
rates) without any exemption. Private legal bodies are subject to the same
rate in article 134 after én excass company tax at a rate of 10 percent of
their téxable incomes25.

Joint-stock companies, after the above ten percent, are subject to the
follouing rates of incoms tax. That part of their income which is to be divided
among the registered sharsholders will be taxed at a rate of 15 percent, that
part which is allocated to the company-reserve fund at a rate of 25 percent;
and for their rest of taxable income at the following ratess

Tax Rates on Joint Stock Companies

Income Group

Million Rls. - per'::f‘::ge
From Up to
20 25
20 . 40 30
40 60 35
60 80 : 40
80 100 45
100 200 S0

200 and over 55

Under the following conditions, the undivided profits upito 20 percent of the
paid capital will be subject to tax at a rate of 25 percent and in excess of
that at the rates mentioed above:

1~ The company's share should be registered and accepted in the stock exchange,
2= Thé number of shareholders must not be more than 300, and the share of

any shareholders must not be more than. ten percent of the total company's

shares,
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There are several exemptions and tax holidays both in regard to the
place of the establishment and the nature of the product:

a)= Any company which has a certificat of establishment from the Ministry of
Economy enjoys a tax holiday for ten years at a rate of 20 to 100 percent
depending on the erea and type of product. The table issued by the Ministry
of Economy covers almost the whole of the country except Tehran and part
of Isfahan, in particular the border areas, The table issued for types of
products covers all large scale industrieszs.

b)- Incomes of mines enjoy a similar tax holiday for five years.

c)- That part of taxable income uhich companies reserve for the expansion or
completion of existing industrial units or for establishment of new units
is exempted from income tax under certain conditions.

e)= 15 percent of taxable income of those companies whose shares are accepted
in the stock exchange, If the offered share to the public exceeés 33 per=
cent of the total company's share, the exemption will be extended as

follows:

Rates of Tax-Exemption Granted
to Companies

Share of Capital

offered to the Percentage of
Public Taxable Income

From Up to
Percent

37 40 21

40 43 22

43 46 23

46 49 24

49 and over 25

Other companies under certain conditions would benefit from the above exemption
(article 115)27. Also the total income of shareholders accruing from the sals
of share in the stock exchange and transactions on government bills and bonds

are exempted from income tax,

f)- The profit paid on the share of joint-stock companies i1s exempted from the
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ten percent company tax provided that the number of shareholders is not
less than 100,

g)- Incomes from the sale of cheap housing units and exports of Iranian goods,
regradless of what the exporter buys, produces or explores, are exempted
from tax.

The above shows the . basic structure of company tax in Iran, The diffe-
rence between types of companies is not only based on legal status as men-
tioned in the tax law, but there is also an implicit difference accerding
to the fields of activity in the case of joint-stock companies, The tax-
holidays granted to companies are applicable to the industrial sector only
as the companies are required to have establishment certificates from the
Ministry of Economy (see Pragraphs(a) and (g) ). Other exemptions are equally
applicable to all companies which fulfill the conditions imposed by the lauw,
regardless of their type of activity whether in the industrial or service
sectors, Agricultural companies are also exsmpted from company tax (see incomé
tax).

Wealth Tax

There is another group of direct taxes whicﬁ is not subject to income
tax law, The 'other tax' group consists of inheritance tax, uncultivated land
and stamp tax,

The first time a tax on inheritance was introduced was in the 1937 tax
law, According to this law, the tax rates were different depending on the
nearness of the recepients relationship to the deceased. The 1957 tax law
replaced the former exemption 1limit of 25,000  Rls, with three limits; 300,000
Rls. for close relations, 50,000 for near relations and zero for distant

28:
relations™ , In the 1967 tax law, up to 2 Million Rls, was exempted from tax ;

and after the deduction of tax at a rate of ten percent, the rest was taxed

29
according to the classes of relations at the following rates:
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Rates of Exemption in
Inheritance Tax (1967)

Wealth-Group Classes of Relatiens-
From Rialgp to First%Class Second%Class Third%CIass
50,000 Exempted Exempted
400,000 Exempted 3 to 55 5 to 75
400,000 and over 3 to 35

In 1973, the general exemption was extended to S Million Rls. while rates of
tax for all groups were raised as depicted in table (6-7). However, if there
is an underage child or spouse among the beneficiaries; a.house up to a value
of S Million Rls. or an apartment up to a value of 6 Million Rls. these are
exempted from death duties. Also, up to 25 percent of share values or capital
is exempted from tax provided the shares or capital belong to those companies
which are benefiting from industrial exemptionso.

In order to reduce land speculation, all uncultivated lands inside
Tehran's borders and other large cities' borders are subject to annual tax at
4follow1ng rates:

Tax Rates on Uncultivated

| ands
Total Value of Exempted Value ‘Tax Rate
Land - Million Rls, Percent
Mmillion Rls
2
5
10

Stamp duties are imposed on all financial and commercial transactions
as well as on sale transactions of properties and estates, The valus of the
stamp attached to each decument is determined by the value and the type of
transaction., The stamp revenue used to be collected by both the Department

of Indirect Tax and the Department of Direct Taxes. However, up to 1966 stamp



Death- Duty- Exemption

-l

In 1973

Table (6-7) (100,000 Rials)

Brackets First Class (%) Second Class (%) Third Class (%)
Up To & S  Exempted . 25 40
5 " 7.5 LA 30 45
7.5 " 10 " 35 50
10 - 20 10 40 55
20 " 30 15 45 60
3 40 20 50 65
a0 v 60 25 55 70
60 " 80 30 60 75
80 " 100 35 65 80
100 ~ * 200 40 70 85
200 and Over 45 75 90

Source $ Rouholah Vahman, A Complete Collected ! Direct Tax Laws, 1978 , p.78.

06t
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revenue was mainly considered as an indirect tax, it has since been brought'
under the direct tax category.

In the above section we described the development and the structure
of direct taxation in Iran, and now we will analyse the economic effects of
such a structure and the pattern of development of fhe Iranian economy, There
are three effects which we will consider in our analysis, the importance of
~the revenue aspect of direct taxation, the redistribution effects and the

reallocation of resource consideration (incentive to work and investment),

6=1=2=1=1 Effects of Direct Taxes

Importance of Revenue

The development of the fiscal system in Iran shows that the political
and social structure of the society has been the main determinant of the
development of the fiscal stfucture. The position of Landlords in the heirar-
chy. of the political structure paralysed the land tax during 1920's when
the agricultural sector was producing a large share of domestic products. To
* avoid direct confrontation bstween landlords and the organization of tax
administration, the land tax of 1925 was replaced by an indirect tax on
marketed agricultural products in 1933, This mas a still greater concession
to the landlords since the tax burden could be transferred to the peasants,
Although the deficiency of the tax system in administrating direct taxes
may‘haue been a short coming of the fiscal system in the early stage of develop-
ment, the political power of the different interest groups has been the main
obstacle to tax administration.

However, the major deficiency of the tax system during the pre-war
period was the exclusion of the largest sector of the economy from direct
taxation, Taxes on the agricultural sector and properties could have provided
the largest source of revenue for the government, if they could have been

taxed, For instance, in 1937-38, direct taxes contributed 12.2 percent to
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the govepnmeht revenue?j, out which only one percent belonged to-the land

and property téxes. In 1941-45, the share of these groups in’ goverpment revenue
from direct taxes was.eVsn lbwer i.e. 0.004 percent (table 6~8). While the
largest taxable income contributed such a low share, other sources, wages

and salaries, trade and industry suffered from the low taxable income, bue

to the low level of income in these groups, the rate of taxes on wages and
salaries and other activities such as trade and professions were low; never-
theleés they accounted for almost 100 percent of government revenus from direct
taxes. The low taxable income of these groups and the political power of land
owners made the raising of tax rates and tax collection very difficult which
resulted in the slow development of direct taxation and its low contribution
to total government revenue,

After World War II there was a change in the political structure of
society in favour of the national bourgeoisie which reached its peak during
1950-54, In 1943 agricultural income was included in incoms tax and in 1946
the govermnment returned to the 1925 tax law with a higher index.for cash liabi-
lities, therefore, landlords and property owners came under tax perssure .
These groups contributed 28 percent of direct taxes or 4.5 percent of govern-
ment revenue during 1951-53 (table 6-8). At. the same time taxes on merchants,
shopkeepers and the professions were reduced and becams subject to negociation.
Although the government increased its effort to utilize the potential taxable
capacity by raising the tax rates in the case of landlords, this contribution
was still low relative to income generated in the agricultural sector and the

-wealth of landlords. Altogether, direct taxes accounted for 16.4 percent of
the total government revenue (excluding oil). Nevertheless, the rise in the
Sﬁare of the landlords' contributions shows that whenéver the political power

of landlords was weak, the administration of direct taxes on income from land

and wealth was a less impeding factor.



393

Source Of Government Revenues

1320 =« 1342
Table (6-8) L Million Rials
Source . 1320-24 -, 1330=32 |, 1338-42
1= Direct Taxes - +
Income Tax : 463. 858
Agricultural Tax “1 23T
Property Tax . - n
Inheritance Tax 1 27
Sub = Total 475 1193 4925
2= Indirect Taxss ..
Gasoline Tax 138 450
Motor Vehicle Tax 3 91
Alcoholic Tax 88 147
Other Excises Taxss 147 174
Sub = total 376 862 4815
3= Government Monopoliss
Tobacco 1193 1923 4193
Opium - 215 2
Sugar . 147 238 1428
Sub = Total 1340 - 2376 . 5623
{ 4= Customs 385 2952 10068
Total (1 + 2+ 3 + 4) 2576 7383 - 25431
011 Revenue 571 - 2332%
Other Revenuss 380 1824 2206
Total Revenus 3527 9207 50962

Source ¢ F, Mahr, The Presant Program and Organization Of Tax Admini-
stration, CENTO, Symposium On Tax, Tehran , March .6 = 12, 1965,
P, 62
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By the mid 1950's, the national bourgeoisie lost ground as a political
force and the situation ended in an unstable equilibrium of compromise among
the components which constituted the political .structure of society. Under
these conditions the capitalist state suffers from a relative weakness and,
at least in the short run, it goss beyond the immediate economic interest of
dominant groups or classes and defends the overall economic and political-
interest of the classes or fractions involved. The econohic policy of the
government and particularly tax policy during 1957-64 in Iran was a reflection
of such an unstable equilibrium of compromise. The large exemption granted in
the 1957 tax law, to various groups of tax payers ranging from peasants and
wage earners to landlords, merchants and industrialists indicates the liberal
line of the government due to the weakness of the stata.’Such economic and
political crises resulted in the poor performance of the fiscal system as a
vhole, The large tax exemption and the economic stagnation and political dis-
turbances of 1961-64 affected direct taxes as wsll as the total government
revenue, The rate of growth of revenue collected under direct taxation dufing
1958-65 declined relative to the 1952-58 period (12.4 and 27.9 percent respec-
tively; table 6-9), In particular, the share of estate and property tax includ-
ing agricultural income tax declined to 1.3 percent of direct taxes in 1965,
The importance of political factors as the main determinant of the poor per=-
formance of the tax system during this period become clearer when it is recog-
nised that oil production was back to pre-crisis level by 1958, Also, for this
period, it cannot be arqued that the easy availability of oil revenue could
have relaxed government effort to utilize the taxable capacity of the economy,
Under fiﬁancial pressure during this period, the govarnment‘announced the
official bankrupcy of the country in 1961-62 whicﬁ shows that the low level
of the tax effort was largely due to the weakness of the state.

By 1965, after the land reform, the political nature of the state be-

came clearer and the industrial bourgeoisie came under the protection of the



Annual Rates Of CGrowth Of Government Revenus
By Different Components For 1943-7S .

Table (6-9) . | | Percentage

Source | 1943 - 52 1952 - 58 1958 - 65 {956 - 72 ;1572 -7
Direct Taxss 10.8 20,9 13.2 25.8 57.0
611 - 26,1 1 1.4 16;2 91.3
Custom Duties 25.4 16.6 9.9 20;5 26,6
Other Indirect Taxes 9.6 21,0 ‘ 15.0 7;1 | 18.3
Government Monopolies Se4 9,4 6.6 2;3 ’ 44,0
Other Revenuss V 19.0 - 1642 ' 2,3 4.4 27.1
Total T 11,2 27.9 12.4 20,4 73.6

Nota ¢ 1= Rate Of Growth Relative to 1943 figurss,
Sourcs ¢ for source ses table (6-8) and Back Ground Table 19

56¢
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government's economic policies, These changes reduced the government!s. tax
effort during 1967-76, On one hand the agricultural sector had been excluded
from direct taxation (particularly since 1973), on the other hand a‘large
tax concession had been granted to the industrial sector,

If the land reform had been successful, it could have resulted in the
liquidization of land value and the transformation of savings from the agri-
cultural sactor to the industrial sector, In this may, the. land reform could
have became a substitute for the land tax., However, as we have seen in chapter
(3); the land reform was not successful in generating a savings flow and it
was only public savings which were transferred to landlords in order to be
utilized in 1pdustrial activities. While changing the tenurse system could
make the extraction of surplus from the agricultural sector politically
possible, the lack of investment in this sector reducsd the productivity and
the potential income generatéd from agricultural activities. Without increasing
the productivity in fhe agricultural sector, income tax could have' resulted
in the super exploitation of the peasants. However, not only the income gene-
rated in the agricultural sector became excluded from tax, but, more import-
antly, since the land tax was the only tax imposed on wealth, with the aboli-
tion of the land tax in 1957, a large tax base has been lost which could have
prdvided the governm?nt with a significant source of revenus in a wealthy
country like Iran, At last, the importance of the agricultural sector as a
potantial'sourca of government revenue to finance industrial projects came
to an end,

However, along with the political stability and the rapid growth of
the industrial and service sectors, the contribution of direct taxation to
government revenue has risen, The changes in the structure of direct taxes
during 1967-75, to some extent, had a positive effect on the share of direct
taxes in government revenue, In particular the introduction of the tax on wages

and salaries of government employees and the increase in the rates of income
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tax accompanied by the increased profits of the government agencies and private
companies due to the pace of development, caused an increase in fhe share of
income tax, and generally in the share of direct taxes. The share of direct
taxes in total government revenue moved up from 9,7 percent in 1966 to 16,5
percent in 1970 (figure 6-3), Income tax makes the largest contribution to
direct taxés, that is, about 83 percent on average (table 6-10). The components
of income tax may be classified in order of importance during 1968-73 as
follows. The tax on the profit of government agencies, whose share in the
income tax shows a decreasing tendency (from 43,3 percent to 38.2 percent),
occupied first place. Tax on salaries and wages with a decreasing tendency
from 26,2 percent to 24,2 percent moved down to third place . The share of
profit tax on private companies moved up from 20 percent to 26,2 pefcent (table
6-11),

Although the proportion of direct taxes declined from 16.5 percent of
government revenue in 1970 to 5,2 percent in 1975, it was a result of the
sharp increase in the share of oil revenueirather than a decrease in the
growth of direct taxes. However, a change in the composition of direct taxes
can be seen, First, a reduction in the share of wage and salary téx which was
due to the iﬁtroduction of a large exemption and a lowering of the tax rates
at the begining of 1974, The decline is also noticeable in absolute terms,
Secondly, there was a sharp increase in the share of tax on profits of govern-
ment companies énd agencies. Totally,although:about 125 government companies
operate in the agricultural, industrial and service sectors, only450 of them
were able to produce profits during the 1970-74, out of which the government's
banks (particularly the central bank and the Melli Bank), National Iranian
0il Company (NIOC) and tobacco company accounted for 95 percent of the total
profits and tax paid to the general budget (see table 6-12), In 1975 when.the
tax on profit of government companies accounted for 67.4 percent of 15&099»

taxes, the incomae tax paid by the central bank and the NIOC accounted for 83,4



Figure (6-3)
Government Revenue By Major Components
( Share %)
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Table (6-10)

Direct Taxes By Major Compnents

. Value in Billion Rls
1962 1968 1971 1973 1975 1976
Income Taxes 4,1 14,1 25.6 44,7 13842 16%3.3
(80,4) (80.6) (84,.8) (84,5) (91.0) (90.1)
Property & Estates 0.6 1.4 1.1 2,0 4,2 6,0
(11.8) (8.0) (3.5) (3.8) (2.8) (3.2)
Stamp Dutles 0.4 1.1 2.1 3.7 6.3 8.8
7(7.8) (6.3) (7.0) (7.0) - (4.1) (443)
Other Dir’ct T.*‘s - 0'9 104 : 205 3.2 ‘QS
- (5.1) (4.6) (4.7) (2.1) (2.4)
Total Direct Taxes Se1 17.5 30,2 52.9 181.9. 187.8
(100.0) (100.0) ¢100,0) (100,0) (100;0) (100.0)

Source: BMI, Annual Report, 1965-76,
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Income Taxes By Major Components

Table (6-11) Valus in Billion Rls,

1968 1969 1970 1971 1972 1973 1974 1975 1976

Profits of Government Companies 6.2 6.6 7.9 8.7 11.4 171 28.8 93,2 99,4
,% (43.3) (38.4) (35.3) (34.0) (34.3)° (38.2) (46.7) (67.4) (58.7)

Profits od Private Companlies 2,8 3.9 6.1 65 9.1 1147 T 1641 20,1 29,5
£ (19.9) (22,7) (27.2) (25.4) (27.4) (2642) (26.1) (14.5) (17.4)

Wages and s&lari‘! 3.7 4,8 5.8 Te1 8.8 10.8 10,2 15.3° 2662
% (26.2) (27.9) (25.9) (27.7) (26.5) (24.2) (16.5) (11.1) (15.5)

Self-employsses 1.5 1.9 2.6 3.3 3.9 5e1 6.6 9,6 14,2
£ (10.6) (11.0) (11.6) (12.9) (11.7) (11.4) (10,7) (6.9) (8.4)

Total Inocms Taxes 14.4 17.2 22.4 2546 33.2 44,7 61.7 138,2 169.3

% (100,0) (100,0) (100.0) (100.0) (100.0) (100.0) (1uo.q) (100,0) (100.0)

Source: BMI, Annual Report, 1965-76.
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. Composition Of The Tax On The GCovernment's
Companies And Agencies fFor 1969-75

401

Table (6-12)

1969

1972

Billien Rials

1975 -~
Bank Markazi Iran : '
0.7 4,9 43,7
l‘é:tional. . Irgnian 0il 1.1 3.3 34,0
mpanias < (16.7) (29,0) (36.5)
Public Banks 141 . 241 '
< (16,7) (18.5)
Iobacco Company Of 2.7 3,3 : 15.5
ran € (40.9) (29,0) (17.6)
Other 1.0 0.8 '
% (15.1) (0.5)
Totel 6.6 1.4 ' 93,2
y 4 (100,0) (100.0) (100,0)
Source $ Budget Acts, 1969 - 75,
Interest Received By Bank Markszi Iran
(The_Centrasl Bank)
Table (6-13) Billion Rials
Received Interest 1968 1969 1970 1971 1972 1973 1974 1975
Interest Received From 3 _ : : : . ' ’ . .
1 Public Sector(including 2.5 3 44 5.7 7.1 13.2 14,1 25,1
Treasury, Plan Organize-
tion, Government Agencies
. and Municipalities) . e ) , .
2 Government Banks el =~ 0.2 0,1 0,1 0,8 0,6 2.4
3  Privete Banks = 062 0,2 041 041 0.2 0,8 1,4
4 ' Rediscount - - - - - 0.1 0,5 0.8
S Foreign Exchange - - - - - - 0.2 0.5
Transaction ‘ L
6 Banks Abroad 0,6 0,6 0.4 0,8 2,0 3,7 38,2 355
Percentags 6/7 18,7 15,4 To7 119 21,3 21,1 69,6 54,1
7 Total 3.2 3.9 542 6.7 9.3 17.0 54,9 65,7

Source : BMI, Annual

Reports, 1968 = 75
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percent of this component, However, it seems, this increase may be temporary
and due to the increase in o0il prices in 1973-4. This effect is gquite obvious
in the case of the NIOC which exports oil, For the central bank, it can be
said that the increase in the foreign exchange earnings allowed the bank

to expand its activities, particularly, as is shown in table (6—13); in the
share of received interest from correspondent banks abroad which shot up from
3682,5 Million Rls. in 1973 to 38225.8 Million Rls, in 1974. In relative
terms, it accounted for 21.6 and 69.6 percent of the total received interest
by the central bank for the respective years,

' The .above pattern of growth of revenue shows that the high growth of
company tax has been due to the effect of the increase of 6il revenue on
public companies' profits. Such.taxes on profit with very short term effects
have little economic effect from the government revenue point of view in the
long run. When the share of government agencies is excluded from the total
direct taxation, the direct tax ratio relative to GDP has never been more thén
2 percent, Taxes on private companies, ths self-employed, wages and salaries
are the most important ones. However, not only are rates of tax on income
relatively low, but also, the exemption and tax holiday granted to companies
and interest earners have reduced the importante of direct taxation from the
revenus stand point, Those companies or individuals who are entitled to a tax
holiday orsexemption receive their concession both under the definition of
taxable income (some activities are exempted by definition) and out of taxable
incoms, which is defined as net income.

In order to evaluate the government tax effort, apart from the tax con-
cession, the high possibilty of tax evasion should also be considered. The
latter reduces the share of taxable incoms as a fraction of total income
generated in the economy and the former affects the actual tax payments,

while it is not possible to show the extent to which tax evasion can reduce
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the tax base, the gap bétween the actual payments and the calculated tax

may demonstrate the large share ofltax concessions in the Irantan tax law,

A survey on tax payers in Tehran shows that the tax paid in 1970 for the five
groups of income (property and estate, professions, private companies, inheri-
tance, interest and total) accounted for only 7.7 percent of the taxable
income of these groups(table 6—&4). When the calculted tax according to the
tax rates in article 134 is considered, the ratio was about 23 percent which
shows the very low tax base relative to taxable income. The large gap between
‘the actual and the calculated tax indicates only the large tax concession and
does not reflect tax evasion, ;

In order to ses the extent to which different sources have benefited
from the tax concession, it is useful to look at the distribution of the tax
base by taxable income bracketss. As table (6-15) shows neither poor nor the
rich are important from the potential taxable income point of view., The bulk
of taxable income comes from the 400-50,000 thousand Rls. groups which accounted
for 86.2 percent of the total taxable income, The middle range groups, also,
accounts for 80 percent of the tax paid to the government. These groups are
the major potential tax payers while they pay relatively the lowest tax rates,
Only S percent of the taxable income of the middle income bracket is extracted
as income tax, which is very low relative to the effective tax rates as appears
in article 134, To see what income receivers benefit the most, table (6-16)
has been arranged according to the various sources of income (excluding wages
and salaries), It shows that 72.4 percent of taxable income belongs to pro-
perty owners, while they contributed only 29 percent of the actual tax paid,
The above indicates that the middle class families are the major source of
taxable income and they also are the group which is highly protected from
taxation. Among them, property and estate owners are the largest source of

taxable income and also the most protected one,
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Tax Burden By Income Grouﬁs

1870
Table (6-14) Percentage
Groups of Incom; Actual Tex Psid Effective Tax Rates Percentage
: Taxable Income Texable Income (1)/(2)
(1) (2)
Lowsst 10,2 15,0 68.0
Lover Middle 4,9 1597 31.2
Higher Middle 6.4 22,4 2846
Highest 13.1 41,0 31.9
Total 7.7 23.0 33.4

Source 3 Kayanian, Amin Mahamad,

An_Analyeis Of Income and Tax Groups,

Tehran University, 1975 (1354),

Distribution Of Tax Paysrs, Texsble Incoms, Actisl Tex
and Tax Burdens By Income Brackets in 1970

Table (6-15)

’_ Actual Aétusl Tax

Income Groups Number of Taxable
Tax Payers Income Tax Taxable income
(Thousand Rials) (%) (%) (%) (%)
(o J 40 45,9 2.5 4.1 12,4
Lowsst (64.4) (7.4)  (9.2) (10.2)
- 100 18.5 4,9 Se1 7.9
- 400 2547 19,7 12,9 5.0
Lowver .
middle (30.6) (30-9)_) (19.9) (4.9)
- 800 4.9 1.7 7.0 4.8
- 2’000 304 1709 11.6 5.6
213222 (4.8) (40,2)  (33.3) (6.4)
- 10,000 1.4 22,3 21,7 745
- 50,000 0.2 15,1 27.4 14,0
Highest (0.2) (21,5) (37.6) (13.1)
50,000 and Over - 6o4 10,2 12,2
Total (100,0)  (100,0) (100.0)

Source § See Table (6-14)




Distribution Of Tax Payers, Taxable Incoms, Actual Tax Paid

And Tax Burden Oc ation In 1970

Table (6-16) - Million Rials
Number Of Taxable Actual % - % % Percentag;‘
Tax Payers Incoma Tax ) (3) /(2)

(1) (2) (3) (1) (2) “(3)

Property & Estate 130442 26988 830,3 87.6 72.4 - 29,0 30.0

Profession 16359 2807.8 366,0 11.0 Te5 12.8 13.0

Companies ":1555 6178.,8 1499,.4 1.1 16,6 52.4 24,3

Inheritance " 358 1201.4 163.6 0.2 3.2 5.7 13,6

Total Income 109 79.6 3.9 * 0.3 01 4,0

Interest & Occasional 13 2.0 0,2 * * * 10,0

Total 148932 37275.6 2863.4 100,0 - 100.0 100,0 7.6

Source : Ses Table (6-14) .

SOy
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Income Redistribution Effects

The main purpose of the fiscal system in the early phase of economic
development is to finance government expenditurs in whatever way possible
and through the easiest tax handles'availabie. Therefore, it is not surprising
to see“that the redistribution aspect of the direct taxes is being undermined,
We may not need any statistical support to show the regressivity of direct
taxes in Iran in the early years of the development of the fiscal system, As
far as the effect of direct taxes is concerned, clearly, the land and property
owners bore no tax burden during the 1930-50 period. Relatively the highest
tax burdens were imposed on the professions, wage and salary earners and -
traders.

While during the four and half decades of the life of modern direct
taxation in Iran the administration of direct taxation has developed and the
importance of direct taxes in government revenue and as a means of fiscal
policy has risen, no significant improvement is visible with regard to the
redistributive function of direct taxation. One may even argue that direct
taxation which can be used as a fiscal means of redistribution of income has
accentuated the regressivity of the tax system as a whole., Although progressive
tax rates have been used, the imposition of taxes appears to have no positive
effects on thé qistribution of income, It is true that the progressive rates
of tax can be interpreted as an element of fedistribution of income, but two
features must be present in making of direct taxes to fulfill the above func-
tion, First, the progressive tax rates should be improved along with the
development of the tax system, Secondly, the progressive tax rates should bse
fully applied,

ARs far as the first consideration is concerned, the Iranian tax system
does not show such an improvement over time., In order to evaluate the tax
system in this respect we may compare the tax rates of the 1957 tax law with

those of 1973, Both are progressive relative to income brackets with higher
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effective rates in the case of the 1973 tax rates (figures 6-4 and 6-5). But
this comparison may not be meaningful since the income brackets in 1957 and
1973 are not the same, An adjustment has been made in order to offset the
effects of an increase in per capita income during the 1957-73 period. Figures
(66 and 6-7) show the adjusted effective tax rates for 1957 and 1973, It
appears that the 1973 tax rates are steepér for lower incomes, slightly lower
in the middle brackets and higher at the high income level, which clearly
indicates the higher burden on the low income tax payers and regressivity

of the tax system in 1973 relative to 1957.

As has been explained above, the tax rates are not fully applied due
to the existing concessions in the tax law which created a large gap betwsen
the calculated tax and the actual tax, Since the concessions are largely in
favour of the large companies and high income brackets, the direct taxes can
be regressive despite the progressive tax rates. Table (6-15) shows the tax-
able income, actual tax paid and actual effective tax rates or the tax bur-
den for different income brackets in 1970, As is shouwn, the lowest groups
suffer froﬁ a relatively higher tax burden’ than other income groups. The
lowest group pays around 10 percent of their taxable income as income‘tax,
while the middle groups pay around 5.5 percent of their income. Although the
tax burden is slightly higher in the césa of the highest groups, it is much
lower than it would have been if the progressive tax rates had been fully
applied (table 6-14), While tha lowest groups pay around 68 percent of their .
tax liabilities other groups pay only Sﬂtpercent of theirs, This shows that
tax concessions benefited the higher income levels and have mede income tax
regressive relative to income brackets. This regressivity is far more impor-
tant if we consider the percentage of tax payers from each income group, 64
percent of tax payers suffer from the high burden of taxation , while a
minority of S percent enjoys a low tax burden (£able 6-15).‘ﬁegfessivity has

little significance for tax revenus since the lowest group accounts for only
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Tax Burdens According To Occupation And Income ﬁBLrackats

In 1970
Table (6-17) ... Percentage - - -
Incoms Groups Property Profes- Companiss Inheritance Tax On Interest & wagbé’&‘1
. (Thousand. ﬁiala) & Estate  sion Total Occasional Salaries
Lowest
{ - 400 3.8 14,8 24,8 765 © B0 w 11.1 15,6
Lower :
Higher { - 2?000 2.3 15,3 24,7 4,4 2,9 10.1 25,9
Middld - 10,000 1.8 13,3 28.6 10,4 10,0 - 44,1
- 50,000 1.5 404 28,7 22.‘#3 - - 69.7
Highest : ' " ’ N
$0,000 and Over 2,0 3.3 15.3 2.7 - - 64,5
Total 3,0 13,0 24,3 13.6 4,0 10,0 30,3

Note 3 Ses Pege (407 ) for the assumption,

Source ¢ See Table (6-14) ,

-
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7 percent of taxable income, and the actual tax paid by this group cannot

even offset the éost of collection, while the 5 percent of tax payers accounts
for 61,7 percent of taxable income which has not been fully taxed and has
reduced the tax revenue,

Not only is income tax regressive relative to income brackets, but,
income receivers from different sources bear different tax burdens., The
differential is not based on the difference of earned and non-earned incomes,
therefore, work incentive, but is largely used as an incentive for investment,

Although in the calculation of tax liabilities a different set of tax
rates and also lower rates are used for wages and salaries from that of gene-
ral income tax, this difference disappears when the tax concession to other
income receivers is considered. Since there is no data available for tax on
wages and salaries by income leﬁels, the effective tax rates as mentioned in
the law can be used for the purpose of comparison. There is no concession for
wages and salaries (apart from the general exemption, in the case of the pri-
vate sector). Therefore, the effective tax rates should not be different from
the actual effective rates. As table (6-17) shows except for the lowest group,
the wage and salary earners bear a higher tax burden than other groups.

Table (6-16) shows that those who receive their income from renty roya-
lities and sale of estates bear the lowest tax burden, while company share-
holders suffer from a relatively higher tax burden. The high burden in the
case of companies may be misleading since a large number of agricultural and
industrial companies enjoy a total tax holiday( that is about 50 percent of
companies in Tehran) which is not recorded and the above figure reflects only
the tax burden of those companies which are partially exempted from income
tax. The difference between tax burdens shows that the professions which
include a large number of small activities, bear a higher tax burden than
landlords and interest earners.

When the taxable income derived from various sources is considered,
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around B85 percent of income in the lowest group is derived from property and
estates and only 15 percent coﬁes from the professions (table 6-18; excluding
wages and salaries). This may justify the low tax rates on the non-garned
income on the grounds of equity. But, first, the large share of préperty and
estate in the lowest group of income may be misleading since quite a large
number of propert units may belong to one landlord which have been recorded
under several tax liabilities in orcder to avoid higher taxation (the small
number of taxes reported under the total tax cdtegory may be evidence of
this sort of tax evasion). Secondly, the lowest groups of each source pay
relatively higher taxes than high income groups of each source, The tax
differential are even higher in the case of income from property and estate
sources than those of the professions and companies (table 6-17), In the
case of the latter group, only the high group enjoys a relatively low tax
burden while other groups bear a similar tax burden which still shows the
regressivity of the.tax system on the grounds of equity,

Another direct tax which should be considered in the evaluation of a
tax system from an equity stand point is death duties. Although death duties
may not be regarded as an important sources of revenue, their application
is fundamental to the redistribution of income in the long run, Particularly,
in Iran where wealth is significant source of income, the inheritance tax can
play an important role in reducing inequity in the society. However, the
general exemption in the tax law is so large that a millionaire's son need
not be bothered with the trouble of tax administratibn.Altbough the tax rates
are prograssive and discriminate against distant relatives, the tax rates
are not high enough in the case of first group of beneficiaries to reduce
the concentration of wealth in Iran., In 1970, only‘13.6 pércent of taxable
bequests were taken as inheritance tax in Tehran.(tabls 6-16),

The above shows‘that the tax burden is very low and the distribution

of the tax burden is not base on the consideration of income distribution



Percentage 0f Taxable Income Derived From Different Sources

In 1970

Table (6-18) Percentage
Income Groups Property & Profes- Companies Inheritance Total Interest & A1l
(thousand rials) Estate sion ' Income Occasional - Sources

Lowest {o 40 83.2 1645 0.3 100.0

Lower - 400 90,5 7.6 1.7 0.1 . # * 100,0

Middle |°_ g 85.8 8.7 4.0 0.8 0.7 - 100.0

Higher - 2,000 82,7 7.4 T.4 1.7 0.8 * 100.0

middle - 10,000 70,7 6.3 16.6 6.2 0.2 - 100.0
Highest - 50,000 ‘45.4 6.9 38,9 7.8 - - 100.0
0,000 and Over 17.6 2.5 76.3 3.6 - - 100.0

Total 72.‘ 7.5 16.6 3.2 0.3 * 100.0

Source ¢ Ses Table (6-14)

Sly
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and most likely the political power of each group of tax payers determines
their share in the total tax burden,

Reallocation of Resource Effects

Up to 1950, revenue raising was the main purposs of the direct taxa-
tion, There was no specified and discriminatory policy against or in favour
of particular fields of activity. Nevertheless, the relatively low ta* burden
oﬁ land and property ouwners can be interpreted as a tax incentive to agricul-
tural and wealth, and relatively penalises industrial and service activities.
In paticular, there was no specific policy with regard to the development
of the industrial sector. Industrial activities were treated en the sams
lines as commerce., The structure of the tax systeﬁ was largely the reflection
of the domination of the agricultural sector on the production side, and the
dominance of landlords on the political structure of the socisety,

wWith the change in the balance of political powers, a change was brought
about in the 1957 tax law with regard to the exemption of industrial acti-
vities from 10 percent income tax and particularly food processing industries
from 50 percent, Although industrial activity was still taxed at the same
rates as commerce, the above concession to the industrial sector indicates
a diversion of direct taxed in Iran toward the development of the industrial
sector, However, it was not until the 1966 tax law that the industrial bour-
geoisie received a large cbncession with regard to direct taxss relative
to commerce, Nevertheless, tax treatment has been diffarﬁﬁtimplicitly and
without specified direction.

Although the government tends to specify the line of investment by
issuing the list of industrial activities enjoying tax concessions (20 to
' 100 percent), this list covers nearlly all the large industries and it can
not be effective in encouraging any particular line of investment, This indi-
cates that the government does not aiﬁ at any particular pattern in its indus-

trial policy. Therefore, this general tax holiday both in the agricultural
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and industrial sectors would be in favour of the most profitable and short-
term investments, rather than encouraging the most desirable and léng-term
ones, However, it seems that this concession conforms with the government policy
of regional development in which a longer and higher tax holiday and tax con-
cessions are granted for the remote areas; and Qhereby the centralization of
industrial units in Tehran ( in particular) and Isfahan are discouraged. Even
in this respect, no specified policy has been pursued. The aim has largely
been to discourage investment in Tehran rather than encouraging investment
else where, To do this, a tax concession is also granted to those companies
inside Tehran (with 100 plus employees) to move out from the cityzz.
Although thé 1967 tax law has encouraged the reinvestment by companies,
it is limited to a few large industries capable of fulfilling the required
conditions, Article 99 exempts that part of taxable income which is allocated
to the reserve funds for expansion, completion and establishment of new indus-
trial units from income tax ( provided the paid capital of the company is not
less than 200 Million Rls., it exports five percent of its product annually
and 50 percent of the company's production is made in Iran)34. This article
cleariy shows that the government has tried to encourage the export of indus-
trial products and strengthen the linkages in the manufacturing sector, Hou-
ever, the effect is bound to be limited. Apart from this concession, not
only is there no consideration for reinvestment by companies, but tax rates
for divided profits among registered sharholders are lower than those for
reserved funds, thch can be regarded as a disincentive to teinvestment,
Untile 1973, similar tax concessions existed for the agricultural
sector; and large investment and higher productivity was encouraged by tax
concessions on the excess income resulting from investment and productivity,
Since 1973, all agricultural activities are exempted regardless of increased

productivity or investment,

The above pattern shows that the government has been concerned with the
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development of large capital industries. However, not only is there no con-
sidération for the promotion of large and labour intensive industries in tha
form of higher tax exemptions.for certain levels of employment, but thers is
also discrimination against medium and small scale industries. In this way the
work incentive has been undermined and employment has become a matter of second-
ary consideration,

As the compérison between taxes on wages and salaries and the profe:-
ssions on the one hand, and taxes on property and estate on the other hand
shows, earned income has been penalised in favour of non-earned income. This
has distorted the pattern of allocation of resources, A large share of invest-
ment which could have found its way into small and medium scale industries
has gone to property and estate. Therefore, it is not suprising to see that
up to an income level of 10 Million Rls.per year 80 percent of income is
derived from rent, royality and sale of lands(excluding wages and salaries)
which reflects the importance of small and medium size investment engaged
in housing and land speculation.

While the share of income derived from property and estate decreases
(while mounting the scale), the share of income derived from -companies' pro-
fits increases, }his pattern of distribution, to some extent, is affected
by differential tax concessions., The tax concessions in the case of compa=-
nies, as has been explained above largely benefit large enterprises in the
modern sector, The Ministry of Economy announces those industries which are
not entitled to the total tax holiday or exemptiong, These activities are
by nature those which mostly affect the medium and small industries (see
note 27), The establishment of large industries is encouraged both by the
nature of activities and by encouraginé joint-stock companies against other
forms of companies wvhich-maily have family foundations, Clearly, articles
80 and 116 give a high concession to the joint-stock companies . Also for the

development of the stock exchange market and capital market, all transac-
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tions in these markets are exempted from income tax, Article 118 sllouws the
establishment of stock holding companies with a similar tax concession to
those of joint stock companies. These articles show that the government has
mainly been concerned with the development of capitalist institutions, Also,
a similar object has been pursued through tax exemption for personal deposits
with the banking system, which allows private savings to be mobilized through
the banking'system and financial institutions rather than taxation,

All these show that the govermment has confined its tax policy to the
devélopment of capitalist institutions and raising the degree of capitaliza-
tion by encouraging large capitalist enterprises and reducing the degres of
imperfection of the capital market, In this way, the government has relied
on the market mechanism for reallocation of resources and distribution of
income, But this cannot be interpreted>a$ a neutral function of the capital-
ist state since by its intervention the state has accelerated the process of

accumulation and has aggravated distribution of conditions,

6-1-2=2 Structure of Indirect Taxation
‘ In Iran

Custom Duties

Apart from oil revenue, the bulk of the Iranian government's receipts
have come from indi;ect taxes consisting of custom duties and taxes on domes-
tic products, The former accounts for about 73 percent of the total indirect
taxes on averagé (table 8-19). |

At the present time, custom receipts are derived from the following
sources; custome tariffs (reqgular tariff), commercisl profit taxes( especial
tariff), registration fees and other duties such as storage, postage etc, Houw-
ever, the custom system has gradually developed over several decades. To eva-

luate the effects of such development, one should distinguish between those

factors which largely affect the fiscal performance of the system and those
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which mainly influence the protection policy, although thesre exists an inter-
relationship between these two aspects.

Up to 1928, custom tariffs were levied according to the quantity and
weight of goods. The tariff law of 1928 which modified the earlier system
and established ad valorem dutiss in the majority of cases was in force until
1936 when there war a return to the specicic tariff basezs. From 1950 to 1971,

36

both specific and ad valorem were used as a base for custom duties ", During
this time, there was a gradual shift toward an ad valorem base particularly in
the case of durable goods, but specific tariff still accounted for a large
share . In 1971 a new act was passed by which the Iranian government accepted
the ad valorem tariff as a base for custom duties; the act came inta force
in 197337¢

One reason for the frequent changes of choice of bases for custom duties
has been the difficulty encountered in the evaluation of imported goods in
the case of ad valorem tariff, Even in the 1971 act, a specific tariff is
applicable in cases where the ad valorem tariff is lower than the specific
Oﬂeaﬂ- In other words, the specific tariff remains as a floor to custom duties
levied on imports,

Another change can be seen in the structure of tariff with regard to
their protcetive function. Government control of foreign tarde was strengthened
by the Foreign Trade Monopoly Act at the begining of the 1930's. The act
granted the government a total monopoly of foreign trade which could be ceded
to private individuals and firms through import 1icensessg. In order to in-
crease the flexibility of the trade policy, an additional tax which was solely
deterimined by government administration was imposed on imported goods (commer=-
cial benefit tax), Nevertheless, trade policy was mainly based on import
quates. Basically, the act prohibited the importation of those products which

were produced domestically to meet the national demand, and imports were only

allowed for the excess demand over damestically supplied goods. For the pro-
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motion of exports, the imports of necessary raw materials were also con-
sidered in the quota list. Although a large share of the government control
of foreign trade was imposed through a quota and tariff system, still the
import of basic goods such as sugar, tea, cotton and a few more remained in
the hands of the government.

The government trade policy after World War II was on similar lines
to that of the pre-war system with minor exceptions, The government mono-
poly'was reduced to tea only and the importation of other goods was ceded to
the private sector, This liberal policy which caused a higher participation
by the private sector called for tighter restrictive measures in order to
protect the domestic economy,

In 1958, the government introduced a general economic policy for the
protection of infant industries and promoting non-o0il exports which led to
the following guide  lines in the case of foreign trads poilcy during the
1960's and 1970'5:40
a)= Custom-tariffs to remain more or less unchanged.

b)- In order to provide necessary protection to the infant industries and

other products whose production is sufficient to meet the internal demand,
either imports of similar goods or manufaecture to be completely prohibited,

or a high commercial tax to be levied on the imports,

c)- No duties or taxes to be charged on capital goods,

d)- A nominal tax to be levied for fiscal purposes on raw material and inter-
mediate products which are considered essential for industries and other
productive activities.

e)- Imports of non-essential goods to be discouraged by means of a heavy
commercial profit tax.

f)= No duties charged against exports.

Although the structure of trade policy since 1958 has been more or less

similar to that of the post-war period, a greater emphasis has been placed
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von tariffs thaﬁ in the previous decade. But, still the quantitative restric-
tions play an important role. Moreover, in 1965 an excess tax at a rate of

2 percent in the form of registration fees was introduced (although refund-
able). It was made unrefundable in 1967 and by 1969 the rate was raised to

4 percent and in 1971 to 5.5 percentda. However, the sharp increase in prices
during 1973-75 led the government to reduce the tax on import§ in order to
combat inflationary pressures. In 1973, the government waived import regist-
ration fees on 16 items of intermediate goods and commercial profit tax in
the case of certain imports., In 1974, the exemption of registration fees
extended to the whole range of commodities and the rate was reduced to 1 per-
cent, The commercial profit tax imposed on 216 items of various commodities
ranging from food stuffs to capital goods was either reduced or entirely abo-
lished, and 150 items of intermediate and capital goods wers exempted from
commercial profit tax. The ban on 29 items was lifted and the importation

of ancther 17 items which were banned became sub ject to permisSiondz. These
show that during 1973-76, under inflationary pressure the government has
diverged from its established 1958 guide line in order to fulfill another
function that is combating inflationary pressures.

Other Indirect Taxes

For a long time internal indirect taxes in Iran were comprised mainly
of a tax on animals slaughtered in towns and cities, and extiss duty on alen-
holic drink and kesorene and vehicle registrationa:{ Since 1960, taxes on
fuel have accounted for about 70 percent of the 'other indirect taxes', Other
components including stamp duties, taxes on beverages and . alcoholic drinks,
taxes on domestically produced vehicles and records (since 1966 ) have accounted for
about 30 percent (table 6-19), The latter group that is vehicles and record
taxes has been rising faster than other components. Alﬁhough from the mid
1960's stamp duties have been collected in the form of direct taxes, still

'other indirect taxes' have kept their share in the government revenue,
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Indirect Taxss By Major Components

1962 = 76
Table (6-19) T S S Billion Rials

1962 1966 1973 1975 1976

Custom Duties 8,7 16.2 45,7 92,7 121.6
% (75.0) (69.2)  (75.9) (77.9)  (;78.9)

fusl 2.3 Se1 10,2 177 21.7
(19.8) (21.8) (16.9) (14.9) (14.1)

Alcohol & Beverages 0.5. 1.0 1.9 3.0 3.8
Sale Taxes % (4,3) (4,3) - (3.2) (2.5) ( ©2.5)
Other Taxes 1 0.12 ‘ 1.1 3 2.4 S.6 7.0
% (0,9) - (4.7) (4.0) (4,7) (2+4.5)

Total Indirect Taxes 11,6 23.4 60,2 119,0 154,1
%  (100,0) (100.0) - (100.0)  (100,0) (100,0)

Notet1= Other taxes include mainly tax on sutomobile; up to 1968 Stamp tax
was included.
2« Excludes 0,7 billion rials the difference between ths buying and
sslling rate of foreign exchange.
3= Excluding 1.3 billion rials ths difference between buying and selling
rate of foreign exchange,

Source g BMI, Annual Reports, 1965 - 76.

Composition Of Imports

1959-75
Teble (6-20) ‘ Percentage
Product Group 1959 1966 1969 1972 1975
Inf,rmediato Goods 49,2 57.9 64.01 | 62,1 53.1
Capital Goods 20,6 2741 25,1 . 25.0 ~29.8
| Consumer Goods 30,2 15.0 10,9 12.9 171
Total 100.0 1000 1000 100, 100.0

Source 3 BMI, Annual Reports, 1970, 1973, end 13975,
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6=1=2-2-1 Effects of Indirect Taxation

Importance of Revenue

Indirect taxation has always been ons of the most important sources
of government revenue. Its importance in the early phase of development of
the fiscal system can be attributed to the administrative easiness and poli-
tical readiness to impose such taxss. A large share of indirect taxes céme
from custom duties. Since the revenue from this source accounts for a alrge
share of government revenue, the government has always been concerned about
the stability of its revenus from custom duties. It has tried to minimize
the fluctuation of revenue from this source particularly before 1970, Gene-
rally, the custom revenue has been affected by four factors, the choice of
base for imposing custom duties i.e. the specific tariff versus ad valorem,
the choice of trade policy i.e. quotas versus tariffs, changes in taxable
imports and foreign exchange constraint. With regard to the first two factors,
the Iranian government has relied on those choices which minimize the fluc-
tuation of revenue from custom duties since it is dependent on such revenues
for financing its expenditure. The third factor changes as a consequenca of
the development of the industrial sector, and the fourth factor is the main
determinant of the magnitude of taxable imports. The government has to sla-
borate on all the above factors in order to maximize its revenus and mini-
mize the fluctuation of custom revenus.

Since the government has been dependent on custom revenue to finance
its expenditure, from the begining it has chosen the specific tariff system
which has still remained as a floor to government revenus from custom duties,
Since in the case of specific tariffs, lumpvsum'tax is imposed on the quan-
tity and weight of goods and it is very likely that the fluctuation in quan-
tity and weight of imports would be narrower than that of the value of

imports, the specific tariff can minimize the fluctuation of revenus, But,
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it is very inflexible relative to price changes and value particularly in

a growing economy, For instance, in the pre-uwar period, whenever government
revenue from custom duties was rising, it was due to the reliance on the

ad valorem rather than the Specific tariff, During 1928-37, government re-—
venus from custom duties rose from 18 Millien Rls. to 66 Million Rls, This
also shows an increase relative to the values of foreign trade from 15 per-
cent to 40 percent in the same period. In 1936 when the government returned
to the specific tariff, the custom revenue did not increass even in absolute
terme but it created a floor to government revenue. During 1941-46 when
inflationary pressure was high,due to the 4nflexibility of the specific tariff
system relative to the rising of prices, the government revenue from custom
duties not only did not improve, but also its share relative to the value of
foreign trade declined very rapidly from 42 percent to 18 parCQnt44;

However, the inflexibility of the specific tariff was not the only
factor in the poor performance of custom duties. The custom revenue 1s very
dependent on the magnitude of taxable imports and price and income elasticity
of demand for imports, Up to 1950 a considerable share of custom revenue came
from three basic commodities sugar, tea and cotton. for instance in 1941,the
first two imports accounted for 57.7 percent of total custom revenue and in
1947 the three imports accounted for 37 percent of the totalq§. Taxes on thess
necessities covers that fraction of community's consumption which is income
inelastic, demand for which does not increase along with the rising of income
per capita, Therefore, withtﬁpimprovement of per capita income, this frac-
tion will decline relative to income and thereby also the share of govern-
ment revenue relative to the national income, Also, with the gradual develop-
ment of the industrial sector which created a change in thae pattern of imports
by reducing the share of consumer goods, the share of taxable imports will
decline. Moreover, a large share of foreign exchange will be spent on the

importation of capital and intermediate goods which will narrow the avail-
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ability of foreign exchange for consumer goods imports., This consideration
of the foreign exchange constraint can be deduced from the adoption of the
quota system (by which foreign exchange control is earier) rather than tariffs,
However, during 1946-50, the government was still able to increase its
revenue from custom duties by ihposing an 'excess surtax and registration fes
for revenue purposes., Nevertheless, the incrsasing of tax rates without making
the duty system income elastic would not create the necessary flexibility
and its effects are bound to be limited and for a short period. The above
constraining factors(such as foreign exchange shortage, the change in ths
pattern of imports and incomes elasticity of demend)would limit the growth of
custom revenue in the process of economic development. In particular, the
first two factors affected the growth of revenue during the 1950's and 1960's.
During 1951-4 the 0il revenus was cut to zero and the political crisis of
1950's paralysed the government attempts to obtain foreign loansdﬁ. Thesa
factors reduced the annual growth rate of custom revenue to 16.6 percent
for the 1951-58 period (compared with 30 percent during 1945-49; ses table 6-9),
Despite the rising of 0il revenue since 1957, the structural change
in the pattern of imports which has been brought about by the development of
industrial sector, reduced the share of taxble imports in the total imports,
Since a large proportion of custom revenue is derived from importation of
consumer goods, the share of this group in the total imports and.tha change
of tax rates will determine the growth of custom revenue. The low level of
tax rates in the 1960's and the decreasing share of consumer goods in the
total imports (from 30,2 percent 1959 to 10.9 percent in 1969, see table 6-20)
may explaln the low annual rate of grouwth for custom revenue during 1958-65,
that is about 8,3 percent (table 6-9). The improvement of custom revenue
during 1965-72 was due to the introdubtion of an excess tax in the form of
registration fee. Since it was levied on all private imports it became an

important source of revenue for the government, Also, the raising of tax
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rates was quite significant and this created an annual growth rate of approxi-
mately 20.5 percent for custom revenue during 1965-72 (table 6-~9), After the
rising of o0il revenue in 1973, inflationary pressure called for a changs in
the government's policy with regard to foreign trade. In order to combat
inflation, tax rates on a large rangs of commodities were lowered and quanti-
tative restrictions were lifted from some others (see p422 )e In this way, by
taking more liberal measures, the annual growth rate of custom revenue moved
up to 26.6 percent during 1972-75. Thanks to the availability of forseign
exchange, the increase in the import of consumer goods could offset the loss
of revenue due to the decrease in the tax rates.

However, the above pattern of custom revenue shows that the government
has always bsen concerned about the fiscal aspect of custom policy. Generally,
in making trade poilcy, the government has had three considerations in mind,
protection, revenue and foraign exchange bottlenecke. Whenever, the quantita-
tive restrictions and the foreign exchange constraint (as a bottleneck to the
application of tariff policy) could have limited government revenue from
customs, the government has reduced the effect by increasing the tax rates
on the whole ranges of commodities. The raising of tax rates may be a short-run
solution to government revenus. But, in the long run, the government revenus
from custom duties is bound to be limited due to the declinig of taxable
imports and foreign exchange constraints. while the share of consumer goods
imports in the total imports has substantially declined, a large share of
taxable goads has been domestically produced. As we have shown, the taxable
capacity, particularly private consumption, is very large and therefore, the
taxing of domestic consumption should become a substitute to the custom duties
and offset the loss ﬁf custom revenue. Despite the structural changes in the
pattern of imports, domestic products and private consumption, no change in
the structure of indircet taxation can be seen. No sale tax is charged against

luxury and consumer durable goods and the indirect taxes on domestic products
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cover less than one percent of total national production. Since a large share
of the upper and middle classes' income is spent on luxury and consumer‘
durable goods, this exclusion has left a large taxable base unutilized47.
Despite the easiness of tax administration in the case of indirect taxes, the
government is still reluctant to use sale taxes to reduce the conspicuous con-
sumption and finance its productive investment through taxation. This reflects
the political nature of the state which supports the dominant classes through
its economic policy.

Tax Burden

it is considered.that any tax system which relies heavily on indirect
taxes is very likely to be regressive with regard to the distribution of
income. The main reason is that since the incidence of indirect taxes is
directly on the consumer regadless of his income, it will therefore impose
a higher tax burden on the people of lower income groups. However, it is possi-
ble to make a progressive indirect tax system by taxing those products which
are largely consumed by upper income groups or generally considered as non=-
essential such as cigaretts, alcoholic drinks and so on.

In Iran due to the importance of revenue consideration and the political
impotence of the majority, the government for a long time relied on taxing
some of the necessities with low price-elasticity and very few substitutes
(sugar, tea and cotton). This granted the government a stabla source of
revenue, but the tax burden was very heavy on the low income group for whom
these necessities accounted for a large share of 1ncome&8. Despite the in=-
creasing of government revenue from other sources, these imports were taxed
even during the 1970's, In the later periods, revenue from these few products
may not have been important and such taxes were unnecessary. This shows that
the gove;nment has not been concerned with the incidence of taxation and if

a regressive tax is traditionally accepted, the government will not consider

its tax burden even if it may not have any revenue importance., While the
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government does not consider simple cases, it may well do so for complicated
matters. In particular, government protection policy can creates regressive
effects, if it causes an increase in the prices  of commodities to consumers,
It is true that the development of the industrial sector in developing
countries may need some sacrifices from consumers buying goods at higher prices
than those on the world market. But, the government has to minimize such sac~.
rifices by bringing the industrial sector to a competitive position, As we have
expiained in chapter 4, the government protection has created a largs tariff
redundancy and has also accentuated the existing monopolistic conditions in
the industrial sector. In such a situation, the sacrifice to the consumer is
higher than what may be considered as acceptable for economic development,
However, more important than all is that the government has not been
concerned about taxing domestic products. Along with the development of the
industrial and service sectors, a large Pange of industrial goods or serQices
have been produced domestically which are mainly consumed by the middle and
upper classes.Not taxing these products is effectively an exemption to these
Qréups. This may well be due to the political power of the middls and upper
classes in the political strﬁcture of the socigty.

Reallocation-resource Effects

The main reallocation of resource effects arises from the protective
impact of custom duties. The government protection policy has mainly been in
favour of the development of the industrial sector by penalizing the imports
of consumer goods. Such protection may attract capital and human resources
to the growing import substitution industries. Therefors, it can discriminate
against the investment in the agricultural and export sectors. While the ‘
agricultural sector has been suffering from the lack of necessary investment
and price protection (see chapter 3), the highly protected industrial sector
may have accentuated the problem, In particular agricultural products have

alvays been imported free of custom duties. This discrimination in govern-
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ment policy against the agricultural sector has made this sector less attrac-
tive to investors. Although the government has considered the fimportance of
export promoticn, with regard tﬁ industrial products, as we have explained in
chapter (4), such protection has little effect due to the monopolistic con-
ditions dominating the Iranian industrial sector.

Since the custom duties on different commodities are very different,
these cause a reallocation of resources toward more protected industries,
While the consumer goods are the first to be taxed, there is a large tendency
to invest in such industries. Within this group, as luxury imports are heavily
taxed, these industries may absorb an important share of investment, However,
with the change in government policy and the increase in the protection of
capital and intermediate goods, higher investment has shifted toward the
development of these sectors. Thess reallocation effects of custom dutles
have come as a conseqence of the government's delibrate policy of develop-
ment of the industrial sector (see chapter 4 for the effects of protection
policy). But, the government has limited the usage of indirect taxation to
the protection of the domestic market for investors rather than directing
the investment toward specific fields of industry. Therefors, the distortion -
created by the government custom policy has not been corrected by futher
usage of indirect taxes on domestic products. This is particularly important,
if we recognise that indirect taxss have an important reallocation effedﬁég.
The government could have tailored its indirect tax policy to penalize invest-

ment in luxury products and unproductive investment and thereby correct the

distortion creatsd by the custom policy.

6~1-2=3 The Overall Effects of Tax Efforts

While the taxable capacity of the economy has been expanded along
with the development of industrial and service sectors as well as the rising

of consumption, the government tax efforts have been very limited, Basically,
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the government's tax efforts have been hinderéd by the mobilizing of taxable
income and problems of tax handles, But the causes have bsen quite different
in the case of the pre-war period or even until 1960 from those of the 1960-
76 period. Tha economic structure‘of society was more important in the former
than in the latter, While a significant change in the economic structure with
regard to the deqgree of monetization and development of the industrial sector
can be seen, the fiscal structure shows a relatively slower change due to
political factors. Although the structure of the economy allows ahigher tax
base and introduction of new tax handles, no such effort has been made by the
government, The government has still relied on custom duties to raise the
necessary revenue, While the structural change in the composition of imports
has imposed a sever limitation on the magnitude of custom revenue, the rising
of 0il revenus has created positive but short-term effects on the government
revenue from custom duties. Also, more or less similar effects arise from
other sources as a repercussion to the expansion of government expenditure.
However, all these effects are short-term and cannot be regarded as improve-
ments in the flexibility of the Iranian tax system. |

In the long run, the performance of the fiscal system is highly depsen-
dent on ths structural changes in the political determinants of the tax struc-
ture which allows the introduction of new tax handles and mobilization of tax-
able income., At the time when the landlords dominated the political structurs
of society, the largest share of taxable income was excluded from taxation, At
present time, while the middle and upper income groups provide a substan-
tially large taxable income, the enormous tax concessions to these groups. .
has left an important source of revenue untaxed. Nor has indirec§ taxation
been able to utilise the large taxable consumption of these groups. The above
structure indicates that the Iranian government has supported the dominant
classes of the society through its fiscal system.

While the Iranian econamy as a whole is undertaxed, a large burden of
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taxation has been imposed on the low income groups. This arises from the
nature of the Iranian tax system in which the redistribution consideration
has been ignored. The redistributive effects of the system largely come as
a by product of revenue raising. Not only has the incidence of direct and
indirect taxes been heavier on the low income groups, but also, the non-
existence of indirect taxes on luxury and semi-luxury products can be consi-
dered as a further concession to the middle and upper classes,

The regressive hature of the Iranian tax system has been doubled by
the reallocation effects of the system, On the one hand, through the custom
policy, the government has encouraged investment in the ISI and has made the
agricultural sector less attractive to investors. A large share of investment
has been devoted to the development of luxury and semi-luxury industries. More-
over, the indirect taxes on domestic products have not been used to reduce
the distortion created by the custom duties. On the other hand, capital inten-
sity has been encouraged through enormous concessions in direct taxation. The
situation is accentuated by further tax exemption to interest earners and
investors in the capital markst., Similarly other non-earned income(property
and estate owners) has been less affected by direct taxes while earned income
(wage and salary earners as well as the professions) has been discouraged,

Altogether, government tax policy does not have a specific line. Invest-
ment has not been directed to particular fields of industry. The government
has limited its tax policy to the protection of the domestic market from
foreign competitors, gncouraging investment by cheapening capital relative to
labour, and raising the degree of capitalization by inducing domestic savings
and the capital market., Thess left the further reallocation of resources to
be carried out by the market mechanism whose distortion has already creatsd
misallocation of resources and maldistribution of income. In other words, the
government has accentuated the existing distortion of the Iranian economy.

However, while due to the nature of the state, the Iranian economy has
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remained undertaxed, the rising of government expenditure has widened the
gap between expenditure and revenue, To bridge the gap, the govermment has
resorted to an alternative channel of financing, that is deficit fimancing,

whenever it has not been able to raise higher revenue from the oil sector,



y P

433

Note

Husgrav-;R;A.jand Musgrave,P.B,, Public Finance In Theory and Pratice,
1976,chapter 34, . '

Kaldor,N,, The Choice of Taxes in Devaeloping Countries, in Jacksone, E.F,.,
Economic Development in Africa, Oxrod, 19653 Challish,R.J., Tax Poten-

tial end Economic Growth in the Countries of ECAFE Region, in United Nations,

Economic Bulletin For Asia and the Far East, Vol, XVII, September 1966,
Chelliah, R.J.,0pscit,,PP. 39-40,

Kaldor,N., 09.01to’ Pe 156,

Ibid.

Weli, Tun U,, Taxation Problems and Policies of Underdeveloped Countries,
INF_Staff Pepers, 19623 Lotz,J.R., and Morss, E.L., A Theory of Tax Deter-

13
H
H

5
1
3
1

-~ mination For Developing Countries, Economic Development and Cultural Cheange,

7T -

8 -
9-
10-
1=

12-
13-
14~

15~
16-
17=

18-
19~

20-
21-
22~
23-

28-
25—~
26~

27=
28-
29~

1970, :

Chelliah, R.J., Trend of Taxation in Developing Countiies, IMF_Staff Papers, :

1971, |

m.gr.\l"n.‘.’ Fiscsl S!gt“’ Pe 125.

Chﬁllilh, R.Jo’ Op.cit., 1971,

Hinrichs,H.H., Op.cite} Lotz,R.J. and Morss,E.R. Opecite

Bahl,R.W., Regression Approach to Tax Effert and Tax Ratio Anslysis, IMF
Staff Pepers, 1971, P, 587,

Ibid, 587,

Chelliah, R,J., Op.cit., 1971, :

For the spplication of the model in the case of Iran, ses K. Nassoori,

Taxabl ity and Tex Efforts in Iran, M,Sc, dissertation, University
College of Walss la.ngor§ 1975,

Bh.ri-r. J., Dp.cit.

Ses Note 23, )

Grove,T.J., Direct Taxation In Irant An Outline, Bullstin for International
Fiscal Documentation, September 1966, P. 376,

Tbid,, PP, 377-9, ,

All articles of the 1967 Tax Law and its amendments up te 1977 are extrace
ted from Hojati Ashraf, Gholem Reza, Collected Tex Lsw, 1353 (1974); and

Vahman, Rouholeh Complete Collected Direct Tax Lew, 2537 (1978),
See Nets 19,

Ses Nots 19,
Ses Notes 19 and 23,

United Nations, Public Finance Information Pspsrs, Department of Economic

Affairs, 1951,

Sea Notes 17 and 23,

See Note 19,

Following Industrial activitiss sre not exempted from income tax regard-

less of place or aress of activitiess Alcoholic productionsj non-alcoholic
production which totaly or partly imported; Ice~cream factoriesj chewing-

gum factories; tea drying factories} cosmetic produttiony production of

e e 8% L v e i sy

furnitures, doors and windows both wood and metal, match factariesj plale- -,

tic, rubber end wood coveragesj stone drilling, printing of playing cardasj
carpst, feather and dry cleaningj garages for car servicesj servics of

Olzctrienl and non-electricsl equipments and filaing and photogrephy, See
Note 19, .

Ses Note 19,
Ses Note 17,
Ses Note 19,



434

30- See Note 19

J1= Sge Note 23 .

32- For the tax law ses, Taxation and Development of Agriculture’in Under-
developed Countriess With Specisl Referencs to Asia and the Far East,
Economic Bulletin Fpor Asia and the Far Fast, Vol. IX, No. 1, June 1958,P 9,

33~ See Note 19,

34~ See Note 19,

35— See Note 23, _

36- See Note 1S, R

37- Farzaneh Poor, G.R., The Changs In the Base of Tariff and Custom Dutles
In Iren, Quarterly Journal of Business Research, Tehran Business Collage,
Vol. 11, No. 1 &2, :

38- Ibid, ..

39- S.digh,p. Op.cit. Pe 74, ’

40~ Kisnpour,G.R,, Custom Administration in Iran, CENTO Symposium On Tax Adminis-
tration, Tehran, Iran, 1965, P, 201.

41~ BMI, Annusl Report, 1350 (1971), P. 22.

42~ BMI, Annual Reportg 1973-7S,

43- Sea Note 23 ,

44~ Sges Note 23,

45~ Ses Nots 23,

46- Ses Chpater 8, '

47- For thecenspicuous consumption in developing countires, sse Pugrave,A.R.
.t~.1. Op.cit. P.-?“. ~

48— For the charatteristice of a good indirect tax system, see Prest,A.B.,

Public Finance in Theory end Prasctice, London, 1975, PP 398-401, .

49- For the effects of indirect taxstion o the reallocation of rssources, sse
Prest,A.B., Op,cites,PPs 38=9, "




435

Chapter Seven
7 Deficit Financing and Its Effects In
Iran

7-1 The Importance of Deficit Financing
In Iran

As we have seen the stages of development, political and institutional
factors, can hamper the development of the tax structure, This handicap of tha
tax system with low income elasticity may retard government expenditure, demand
for which is determined by the social and economic needs of the country, Fiscal
policy with the aim of full utilization of the economic capacity of the economy
responds to these needs, Since Iran like any other developing country has not
reached its taxable capacity, the process of increasing tax revenue as a pro-
partion of income is necessarily a slow one and taxation cannot be reied on as
an adequate supplement to volutary saving, The low tax ratio may result -in the
underutilization of economic resources, if a balanéed‘bddgef is to ba maine
tained, Thus, 1t is the social and economic necassityhaf‘gdvernment expenditure
and the low level of taxation which explains the 1mportance of an unbalanced
budget and calls for deficit financing, if fiscal policy is used to main-
tain full employment,

Distinquishing between current and developmgnt expenditures, the latter
has largely been financed through internal and axternai borrowing. Up to
1973, the Iranian government had been running a defici§ which accounted for
40 percent of the development expenditures on average. The deficit reached
around 60 percent of the development budgqi during 1967-70, Houwever, since
1974, with the sharp increase in oil reveéueithe Iranian government has
been faced with a budgetary surplus. It ;eems‘at ieast in a short-run, finan-

cing may not be a problem and revenue constraint qéhnot be an obstacle to
the growth of public expenditure in Iran. But as ié shown in table (7-1) the
surplus fell drastically from 140 Blllion Rls. in 1974 to 12.7 percent in

1975 and became a deficit in 1976 (48.1 Billion Rls.) with the very slouw



Government Savings and Deficit fFinancing

Table (7-1) . Billfon Rials

1962 1964 1967 1970 1972 1973 1974 1975 1976

Revenue | : 47;6 69.1 107.3 171.4 302,.1 fﬁd.ﬂ 1394,4 1582,1 1743,.9
Current Expenditure “42.9 53.0 82.1 134,4 227.3 316.8 727.8 929,3 1059.8
Saving 4.7 16.1 25,2 37.0 74.8 148,0 566;6 652,8 684,1
Capital Expenditure 1 7.2 27,2 54,0 97.9 131.8 161;2 548.7 .526.8u 629.1

£ (34,7) (¢0.8) (s3.3)  (62,2) (43.2)

Other Expenses With
Special Permission
Deficit (-) or - 2.5 & 1141 - 28.8 - 60,9 = 57,0 = 13s2 4+ 140.0 + 12,7 = 48.1 .

Surplus (+)

Nots t 1- Percsntags shows ths share of deficit in capital expenditure,
Source $ BMI , Annual Reports, 1965 = 76 ,

9LY
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growth of oil revenue and the rapid increase ofgovegpqentgxpenditure, this
trend will continue, and the Iranian government will be seriously confronted
with its traditional problem of deficit financing. Therefore, this problem
is still a current one and its effects'should be fully understood.

In order to evaluate the effect of deficit financing, the importance of
differenﬁ sources of deficit financing should be recognised, since e;ch source
creates different effects on the economy. When deficit finance by source is
cansidered, on averaqgse, external sources appears as important as internal
sources, The fluctuation of foreign loans has been dependent on the soundness
of economic performance as a factor in the attraction of foreign loans.and the
availability of foreign exchangé through oil revenue. For instance, during
1963-65 at a time of economic crisis and political disturbances, the percen-
tage of foreign loans in the total deficit declined from 72 percent in 1962
to 1.3 percent in 1965. During 1966=71, the percentage share rapidly increased
to 47; and in 1973 the increase in the oil revenue élloued Iran to become a
‘net exporter of capital during 1973-75 (table 7-2)

The internal loans are comprised of the utilization of the banking
system and the utilization of the sale of treasury pills and bonds, Both
factors in the Iranian economy may be iﬁterpreted as printing money. The
banking system makes the loans and also purchases a large share of treasury
boﬁds and bills, Loans which accounts for around 75 percent of internal sources
of financing are made largely by the central bank and only 25 percent is
obtained through sale of treasury bonds. The distribution of the sold treasury
bills and bonds shows that about 75 percent of bonds is purchased by the
banking system of which the central bank is the bigest bond holder {table 7-3).
This pattern explains the existence of a large amount of the government debt
to the central bank on.essentially open book credit. Also, since the meney
and capital markets are undeveloped, the central banK's discount wvindow will

remain the only channel which is accessible to the commercial banks, and the



Table (7=2)

Source Of Government Deficit - Finance |

Billion Rials

1962 1963 1965 1966 1968 1971 1972 1973 1974 1975 1976
het utillzallon OF g7 48 61 55 1. 1.8 415 53.8
8 % ‘ 7.2 | =10.0 233,53
Net Utilization Of ’
Sale of Treasury Bill - 2‘0 Se4 7.7 14.3 4.8 4.7
Total Internal Seur~  0.7° 4.4 8.1 10,9 18,8  16.1 46,3 ‘58,5 w702 «10.0 23.3
ces .4 (23.0) (ep.n) (98,7) (72.9) (45.8) (S1.8) (81.2) - - - (48,4)
Net Utilization Of ’ ,
Foreign Loans 1.8 1.1 0.1 2.5 22,5 15,0 10,7 «1.9 =51,3 -14,0 8.6
Net Utilization Of
Consirtium Advances - - - - - - - - - - -
and Loans ) :
Total Forelgn Sources' 1.8 101 0.1 2.5 22.5 15.0 10,7 1.9 =51,3 -14,0 8.6
% (72,0) (20.0) (1.3) (27.1) (54.2) (48.2) (18.8) = - - (17.9)
Net Utilization Of ‘ o '
Other Sourcas - - .8 -t o2 - 0,2 =5.0 - - C+77.4 +177.7 +114.0
Ald & Investment
A_broad - C - - - - - - —0.8 -q 58.9 ‘_-1 66.3 —97.8
Surplus Transfered - - - - - - -
To Next Year - - -42.6 -

Note : 1- Percentags shere indicates the retio of sources of finance relative to the total deficit,
Source $ BMI , Annual Reports, 1965 = 76

1319 4



Table (7-3)

Sale Of Governmant Bonds and Treasury Bills

_ Billion Rials

1963

1965

1968

1975 1976

1970 1972 1973 1974
Banking System % 067 1.9 12,2 23.4 65,9 150,9 146.8 237.9 344,8
% (40,8) (62.9) (44,5) (82.6) (71.5) (BZ.Q) (80.,7) (85.0) (87.3)
Bank Markazi Iran 0.6 8.0 17.5 39.1 109,.0 34,1 63.2 79.3
(The Central Bank) % (19.9)  (29.2) (45.6)  (42.4)  (59.2) (18¢7) - (22.5)  (20.1)
Government Banks .y 4,2 = 18.6 20,3 63.1 79.4 125.,6
L ] [ ] T

Private Banks 1.7 8.2 21,6 49,6 95,3 139,.9

% (4.4)

Non -« Banking Sector ¢ 1.1 1.1 15.2 14,9 26,3 33,2 35,1 42,0 50,3
Individuals 5.8 9.5 10,3 9,5 113 13.2
Private Institutions 4,2 9,7 10,6 9?3 ) 15.0 15.7
Government Institutions 4,9 71 12,3 16,3 1567 21.4

Total 1.8 3.0 27.4 38,3 92,2 184,.1 181.9 279,.9 395.1

Note 31— Percenateg share shows the share of banking system in the total,
Source ¢ BMI , Annual Reports, 1965 - 76,

(1%
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treasury bills and bonds held with the banking system can easily be discouﬁted
with the central bank. Therefore, not only can the sale of treasury bonds and
bills not be regarded as a means of mobilizing of voluntary savings by the
government, but also, to some extent, along with the credit made by the banking
system they should be considered as the primary expansionary effect of the
fiscal policy.

The above pattern of credit creation shows that the internal source of
financing in Iran may have similar effects to that of money creation and there-
fore, there are no financial limits in the formal sense to the volume of
deficit financing. The real problem, here, is whether this financing of expen=-
diture does or does not create ill effects on the economy, Since the fiscal
policy creates an expansionary effect, it may produce an inflationary pressure,
Thus, there are two questions to be answered with regard to the problem of
deficit financing., First, whether or not the expansionary effect of fiscal
policy can create the inflationary effects., Second, what are the effséts of

inflation on savings, investment, employment and distribution of income,

7=-2 Effects of Deficit Financing

Short-run Effects

The first threory which deals with the effects of deficit financing is
the famous Keynesian remedy for stagnation in developed economies, Such eco-
nomies are characterized by excess capacity in the industrial sector and
involuntary unemployment, An increase in the effective demand can increase
the demand for consumer goods and receive the desired response from the
supply side. Therefore, an increase in the money supply, due to the increase
in government expenditure through deficit financing, will result in an increass
In the real output and there will be no inflationary effect as long as an
excess capacity exists in the industrial sectors. In the application of Keyne-

sian theory1 to developing countries, two important assumptions of the model
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should be considered, First, since the model is a demand determined one, the
aggregate supply curve is assumed to be elastic. Second, the multiplier effect
works its way out in an integrated market with uniform supply‘conditions?.

Neither uniformity nor elastic supply conditions can be seen in a
developing country. An under-developed economy ischarac@oriaedby factor immobi-

lity, market imperfection and disequilibrium between demand and supply in
d;fferent sectors of the economy, While a substantial excess capacity exists

in parts of the manufacturing sector, the shortage of capital equipment in
other sectors of ths economy and market imperfection and technological cons-
traints prevent the movement of economic factors in respohse to market signals,
Assuming a devéloping country with modern and traditional sectors, the supply
response to price changes is.much slower in the latter due to technological
rigidity in the'traditionallsector. This fragmented market with different supply
elasticitlies may create inflationary pressure when an expansionary fiscal policy
is taken by ths governments of developing countries.

The first stage of inflation may start in the food industry. An increass
in the efféctive demand due to the increase in money income will increase the
demand for food products., The rigidity of supply in the case of agricultural
products because of the time-lag in the supply response, the lack of capital
equipment and backward technology, and a large share of small land ouwners, to
whom profit maximization is not the ﬁain aim, . will result in a slow growth
of real output, The last factor may even reduce the growth of the marketed
output, if a back-sloping supply curve exists for the marketed output above
a certain level of income, that is, the peasants may increasé their own’c;H-
sumption of food products with an increase in their money'income. Moreover,
the scarcity of fimancial res;urces for the development of small scale pro-
ducres may even hamper the technological changes in the agricutural sector

in the long run and accentuate the rigidity of supply conditionsz; Thérefore,
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a low elasticity of su;ply of food will increase the prices of food and may
create inflationary perssure, A similar response can be expected from other‘
traditional sectors with low supply elasticity, both in rural and urban areas
(see chapter 4 for development of small scale industries in rural and urban
areas in Iran).

The modern sectors of the economy, with excess capacity in the manufac-
turing sector in developing countries, are confronted with different types of
bottlenecks which make the supply curve less elastic than in developed econo-.
mies, Since modern manufacturing are mostly in the line of import substitu-
tion industries (ISI), they create a strong link with developed economies for
the impprtation of raw materials, intermediate and capital goods., This will
increase the dependency rate and the need for foreign exchange, the lack of
which may become an obstacle to the expansion of output in the manufacturing
sector. Taking into account'that the organization of trade in raw materials is
likely to be deficient and the volume of readily available stock is likely to
be small in developing ﬁountries, the foreign exchange bottleneck may create
a serious effect at a time of an increass in demaqg. Also, the lack of suffi-
cient infrastructure in power, rail ways, roads and port facilities, etc. may
accentuate the problem of handling the raw méterial trade and the direct ex-

pansion of output, For instance, insufficient transport facilities (port, rail

‘ways and road transport) relative to the expanded demand in 1973-75, caused

a long delay in the handling of imports (see chapter 5) and the rapid increase
of transport costs. The lack of power in Tehran resulted in the underutiliza-
tion of industrial capacity in 1976, MOreover, the financial facilities for
working capital in developing countries are not as efficient as»in developed
countries and may cause a considerable delay in increasing the supply in
response to the expanded demand(see chapters 3 and 4), Also, the lack of

skilled manpower may be another bottleneck which cannot be solved even in the

medium run,
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All these factors show that the supply elasticity of the mdern sectors
of developing countries are far lower than that of developed economies. The
above bottleneqks will increase the cost of production and prices and creats
.inflationary pressures despite the existence of an excess capacity in the
manufacturing sector,

So far we have considered the effect of induced demand on real output
under the existing inelastic supply conditions. To distinguish between ths
impact of fiscal policy on the effective demand and its direct effect on
1nvestmenf, one should make a distinction between government current expendi-

- ture and government investment. It may be expected that tha latter would pro- -
duce fruit sooner or later and therefore an increase in the real output will
offset the inflationary pressure, Buﬁ most government investment is either in
the infragtructure which does not affect real output dirsectly, but indirectly
by reducing the cost of production and distribution, which will materialize
only in the long fun; or in the capital goods industires with a long gesta-
tion period which may not increase the real output in the consumer goods indus—
tries, These factors reduce the direct effect of government investment on

real output and may fail to match the supply of consumer goods with the expanded
demand. Consequently, at least in the short or medium run, govermment invest-
ment may create similar effects to those of current expenditure, that is, an
increass in the effective demand. |

However, accepting the rigidity of supply conditions as a structural
problem of development, one may argue that inflationary pressure may not be
a result of expansionary fiscal policy, but merely a fundamental problem of
developmentd. If this is so, the rigidity of supply conditions may create a
delay in the adjustment of the market mechanism andAcausa an increass in the
price level gven in the absence of any expansionary policy. Therefore, an over
expansion of the economy may cause a rapid rise in the effective demand can

pull along neither the supply in the traditional sectors due to the rigidity
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of the supply conditions , nor in the modern sector due to the limited excess
capacity. This may well have been the case in Iran in 1973-76 when the economy
was expanded so rapidly through government expenditure that the agricultural
sector could not cope with the rising of demand and the basic infra-structure
could not handle the excess demand and appeared as a major bottleneck to the
development of the industrial sector and slowed down the supply response. In
tﬁis situation there is no significant differsnce between expanding the economy
through deficit financing er external sources (o0il revenue) since both affect
the effective demand without creating an important leakage through taxation,
When the supply condition is so rigid, the sudden expansion of ths economy
would create inflationary pressure. The only difference between the above two
channels of tinanéing (internali sources of deficit financing and external
sources) may be the difference in the time adjustment, While the latter may
reduce the pressure from the domestic market by raising the capacity of imports,
the former may acceleratg the process of inflationary pressurse, But , ths
difference should not be exagerated since in the latter case whén the demand
for imports goes beyond the capacity of the infra=-structure (which is usually
very limited, see transport) to handle the imports, it would create inflationary
pressure and the availability of foreign exchange can no longer relax the
pressure (since investment in infra-structure has a long gestation period,
investment may not give fruit in thé short-run even if the expansion of the
infra-structure is considered),

“With such rigidity in the supply conditions, the Keynesian fiscal policy
would result in inflationary pressure, Some economists have suggested that
sconomic conditions in developing countries are similar to the inelastic .
supply curve in full employment in developed economies?. Although the reason
behind the rigid supply conditions in deveioped (in full employment) and develop-
ing cautries may be different, they produce inflationary pressures with little

impact on real output,
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while the Keynesian theory is based on the lack of effective demand
and elastic supply conditions, the quantity theory of money is base on the
assumption of full employment and inslastic supply conditions. With the above
theoretical explanation.aboutthe rigidity of supply, it seems that the quantity
theory offers a better theoretical framework to deal with causes and effects
of inflationary policy in developing countriesﬁ.

-The traditional quantity theory simply suggests that any increase in
the circulation of the money will be reflected in the increase in the general
price level, if we assume no increase in the demand to hold money balances. In
a developed economy as the Keynesian school or the modern portfolio approach to
the quantity theory may argue, the willingness of the public to increase its
money-holding may be induced by a fall in interest rates. In the Keynesian view,
the fall of interest rates render money~holding less costly while at the same
time reducing the prospect of cepital gains associated with investment in
government bonds, Similerly, the portfolio approach sses the 1mpac£ of a change
in the money stock on the revised demand over the entire spectrum of finan-
cial assets generally, with repercussion upon the whole atruéture of interest
rates, Both views suggest that thq change in the money stock may be accommodated
by a reduction in the velocity of money  to a change in interest rates7. The
existence of well organised financial markets and organised dealings in finan—
cial substitutes for money ellows chﬁngas of interest rates to create the
desired sffect on money holding, Therefors, changes of interest rates and the
velocity-interest relation are the main factors of the mechanismof adjustment .
in a developed sconomy,

The velocity-interest relation is one of the factors which determins
the substitution effects for money~holding. Thers is gesneral agreement that
the substitution effect stemming from financial assets would be relatively
small in less developed countrlése. There are few organized dealings in bills

or commercial paper, and markets in government short-term and long-term secu-
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rities are lacking. Of the two types of money markets, organized and unorga-
nized, both are less integrated and narrower than the money markets in the
developed economiés. The transaction in the unorganized money market is lergely
based on non-financial assets, mainly commodities, harvest products and estates,
with such a fragmented money market, finmanciel assets cannot be-easily substi-
tuted for money, and rsal asests plaf an important roleg. Therefore, changes
of interest rates may not be significant determinants of money-holding in a
less daveloped economy, and the velocity-interest relation may be insignificant,

Since money-holding is particularly sensitive to the yield on real
assets, the rate of changs in prices may become the most important factor in
determining thevopportunity cost for money-holding. When prices are expected
to increase, money looses some of its store-value characteristic and holders
tend to adjust their holdings in order to minimize logses by replacement of
money with physical assets, In a developed economy with a high preoportion of
financiel assets, some effects of the expected rate of inflation are reflected
in the expected market interest rate while in a developing sconomy with a
large share of physical assests, the change in the price level plays a greater
role. |

Taking into account that pert of the demand for money is to gatisfy
transaction nseds, the growth of real income may also affect money-holding.
The money-income relation is subject.to the money hqlderQs behaviour with res-
pect to his expectations about his future precautionary needs, The ﬁrecautionary
motive is affected by tha degree of uncertainty about the future, the degree
of instability and market impetfactions. One may argue that these factors may
céll for a higher money-holding which possesses higher degree of flexibility
than other assets. But, 1f inflationary pressure is considered, money may lose
a substantial part of the flexibility and versatility which make it superior
asset,

Tha above discussion on the relation between money-holding, income,
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interest rates and priées‘shousrthatﬁchangss in prices may be ths main deter-
minant factor of ths velocity of money and demand for money-holding in develop-
ing countries. For our empirical investigation, we have used the changes in
prices (P) (with the assumption of elasticity of expectation of inflation equal
to one) along with per capita income (Y/N) and rate of interest (r) to deter-
mine the changes in the velocity of monsy (V) in Iran, The regreseion equation
so created supports the above theorstical expectation.(with-s significant:rég-
_ression. coefficient; see equation 7-1).

This obviously suggests that under the inelastic supply conditions in
Iran, the increase in the monsy supply due to expansionary fiscal policy would
result in inflationary pressure; to that extent the increase in money supply
has been due to the government debt and would show the direct (primary) effect
(Cg) of the government's fiscal policy in generating inflationary prégsura.
Since the government debt with the banking eystgm increases the base for credit
to the private sector, it would increase the money supply through the banking
multiplier, As equation(ﬁfZJshous,this secondary effect (Cp) of governmenth
fiscal policy along with the balance of payments effect (F) explains the factors
responsibla for the changes of money supply( for data’for equations 7-1 and
7-2, see tables 7-4, 7-5 and 7-6), '

7-1  Log V4 = 1.835 + 0.034 Log Y/N = 0,165 Log r + 0,0189 P R2= 0,878 DF=8

7-2 P = 1.991 = 0,057 C_ + 0098 C_ + 0.034 R%= 0,923 OF = 10
(=1.33) (-7.694)  (-6.202)

So far, we have not considered the effects of expansionary fiscal policy
on the balance of payments. The availabiliiy of foreign exchanges allou; the
country -to-increase its imports and bridgs the gap between supply and the
expanded demand due to éxpansionary policy. This would reduce the inflationary
pressure, Buﬁ the deterioration of the balence of payments may become the

alternative to changes'of,price level in the economy. The -increass:iin: imports-



factors Responsibls For Changes In Money Supply

Table (7-4) Billion Rials
1962 1963 1964 1965 1966 1967 1968
Changes In ¢t ;
Money Supply (1 + 2 + 3 + 4) 3.9 5.2 4,9 6.4 6.5 10.3 10.8
1= Claims On the Private Sector 2.2 3.7 9.3 7.3 10.3 7.8 "4,7
(Net) = (a - b) |
a- Credit of Banks to ths (10.8) (11.4) (15.2) (14.1) (19.0) (21.1) (24.9)
Privata Sector .
b= Quasi - Money (8.6) (7.7) (5.9) (6.8) (8.7) (13.3) (20.2)
2- Claims on the Public Sector =1.4 0.9 ~7.8 -13.3 2.2 12.6 15.8
(Net) = (a - b) . e e L
a- Credit of Banking System to (-2.0) (6.3) (6.3) - -(6.D): (16.9) (19.7) == (16.8)
the Private Sector B
b- Deposits of the Public Sector (~0.6) (5.4) (14.1) {«7.3) (3.8) (7.1) (1.0)
with the Banking System
. Foreign Assets (Net) = (a - b) 3.0 2.7 7.6 -4,4 =2.5 2.3 «6,0 ¢
a- Foreign Assets (1.8) (2.5) (7.7) (-3.8) (=1.7) (6.4) (-4.6)
b~ Loans & Credits received from (=1.2) (<0.2) (0.1) (0.6) (0.8) (8.7) (1.4)
abroad & foreign exchange deposit
e L, 2

Source 3 BMI , Annual Reports, 1965 -~ 76 .

.....

Cont se0ee



Factors Responsible For Changas In Money Supply

Biiiion Rial

Conteeee
1969 1970 1971 1972 1973 1974 1975 1976
2,5 7.0 19,6 41,7 44,0 124,5 117.3 164,7
3.5 8.6 6.4 23,4 54,3 19.4 171.8 194,8
(31.4) (31.6) (47.4) (84.8) (126.7) (209.2) (387.9) (42441)
(27.9) (23.0) (41.0) (61.4) (72.4) - (189.8) (216.1) (229.3)
15.1 26,7 ~-13,3 12.8 -0,8 - 6.9 ~41.3 19.7
(27.2) (31.7) (29.4) (45.0) (77.0) (147,5) (178.9) (335.4)
(12.1) (5.0) (42,7) (32.2) (77.8) (154,.4) (137.6) (315.7)
5.1 20,9 36,8 33,8 52.4 348,5 =517 102.5
(3.8) - (37.2) (28.4) (73.5) (374,7) (8.1) (168,5)
(8.9) (20.9) (0.4) (-5.4) (21.1) (26.2) (59.8) (66,0)

Source 3 BMI , Annual Reports, 1965 = 76 o =

6vy



450

Velocity Of Money and Interest Rates

Table (7-5)

Neréu Quesi- Broéa Saviﬁés Interest
" Year Money Money Money Rates Rate On
X Depogits |
1961 841 20,1 5.8 - -
1962 749 13,9 5.0 - -
1963 745 1.3 4,5 - -
1964 746 10,7 4,4 - -
1965 7.5 10.0 4,3 5 6
1966 763 9.0 4,0 5 '6
1967 7.0 81 3.7 4 6
1968 6.9 6.9 3.4 4,5 7
1969 = 7.6 © 640 3.3 5.5 8
1970 749 546 3.3 4,5 745
1971 8.4 5.5 3.3 4.5 745
1972 7.4 4.9 3.0 6.5 745
1973 9.0 5.8 3.5 ? 9
1974 9,6 645 3.9 7 9
1975 81 5.2 3.2 7 9

Source ¢t BMI , Annual Reports, 1965 = 76 ,
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Gensral Index Of Prices and Uages
For 1959 - 75

Table (7-6)

, % General Whole Sale Price ~ Index Of Mag;:
1959 100,0 100.0
1960 ~ 102.0 110,.4
1961 102,2 ~ 103.4
1962 103.6 : 8,2
1963 104,0 96,0
1964 . 109,.6 103,2
1965 110,6 ' ~ 106,8
1966 110,0 108.,3
1967 110,2 114,7
1968 110.9 - 128,0
1969 , 100.0 100.0
1970 ' 103.4 103.8
1971 ‘ 1107 106.6
1972 ' 117.0 ' L 125,3
1973 13243 ~ 152.3
1974 , 153.4 19642
1975 159.4 290,3

Source t BMI , Annual Repprts, 1969 = 76,
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may even come before the increase in general prices. In a demand-induced pro-
cess of income expansion, imports are likely to spill into the economy as soon
as income begins to expand. At first, imports of commodities with a low domes-
tic elasticity of supply and infinite or high income supply elasticities abroad
and ‘with low transportation costs will begin to rise10. Since agricultural pro-
ducts suffer from strong competition, they are ths first to be imported, This
also may-accentuate the problem of increasing the output in the case of the
agricultural sector., The government's control of prices in this case 1s always
accompanied by an increase in imports, Ouring 1960-75, the government of Iran
has been increasing its spending on the import of agricultural products. This
is one of the reason for the slow rate of inflalation during 1965-68, despite
the continuous fiscal expansionary policy. At the same time, the net current
account of the balance of payments exhibits an accelerating deficit which was
not eﬁen bridged by the increasing rate of external borrowing and resulted in
the net depletion of foreign exchange reserves and the sale of gold, During
1968-70, in particular, the pressure on the balance of payments was significant,
that is, around 10 percent of external payments was made through the net dep-
letion of foreiga éxchange reserves of thecmntralbank11. The government's
wvillingness to reduce inflafionary pressure could have coma to an end, had
there bgen”no increase in oil revenue in 1971 and 1973-4,

The above may have been a minor factor causing the deterioration of
the balance of payments, In this respect, the most important element is the
increass of the degree of dependency of the economy which raiees the need for
foreign exchange. As has been explained, the ISI process gears the manufac-
turing sector to the foreign supplier, and renders the expansion of production
more dependent on the availability of forqign exchange, Even in the case of
the manufacturing sector with an excess capacity, the existing economic bottle-
necks which cause delay in the expansion of production may create a fear of

inflation and cause the import of a large rangs of industrial products, if the
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availability of foreign exchange allows it to do so. If all bottlecek commo-
dities are imported, in this way, the hope of an increase in domestic produc-
tion comes to a halt, If thé induced-demand is large, imports may result in

the over-utilization of transport facilities and still push up the prices,
Also, the higher degree of dependency makes the economy more sensitive to
vinflationary pressures in the advanced economies, Both factors may have been
responsible for the rapid rate of inflation during 1971=75 period in Iran,
vhich came as the consequence of the enormous amount of the government's spend-
ings.

Totally, the consequence of expansionary policy is either the increase
of price levels, or deterioration of the balance of payments or both, depending
on the extent of deficit financing, the availability of foreign exchange, and
the lack of infre-structure in power, transport and so on, It may produce
little effect on the increase of real output in the short-run, Its effects in
the long-run depend on the effects of inflation on savings, investment, employ-

ment end distribution of income,

Long-run Effects

The effacts of inflation on savings arise from its effects on the re-
distribution of income. In the Keynesian view, inflation will lead to redistri-
bution of income from wage and salary earners with a low propensity to save
to profit eerners with a high propensity to save, since there 1s a lag betwsen
price increase and wage rises and also the changes in prices and wages may
not be proportionalQ The redistribution of income operates as the adjustment
bechanism for equalizing savings and 1nvestment12. Therefore, savings will
increase along with and as a consequerice of an increase in investment.,

Cohsidaring the monetarist's view, inflation would transfer soms part

of the value of money from money holders to the government as issuer of money,

Interpreting the above es an infletionary tax, theresult is the transforma-
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tion of some part of p;ivate consumption and savings into the public sector,
The ultimate effect depends on the effects of inflation on private savings,
If the reduction in private savings is more than the mobilized savings through
the reduction in private consumption, the effect will be a reduction in national
savings and vice versa., Contrary to the Keynesien v{gu, infletion cannot be
‘regarded asla tax on consumption only, In this way, the fiscel approach of
cepital accumulation through inflation or forced savings may become an obstacle
to the development of financial institutions and volunta:y savings.

Since inflation would reduce the real rate of deposit, it makes saving
with the banking system less attractive. If inflationary pressure is expected
to continue ., depositors would adjust their deposits with the banking system
by replacing them with real assets.or transerring their funds sbroed, As table
(7-5) shows during 1972-75, the velocity of qussi-money increased aleong with
the velocity of money which indicates the effect of inflation on savings. In
this case, government revenue from inflation will be a diminishing function
of the expected rate of infletion, and with the increasing rate of inflation
in the long run the government gain from inflation will declin;. However, since,
as has been arguad; the adjustment of nominal rates of interest to the rate of
inflation is very slow in developing countries, the negative effects of infla-
tion on private savings will be higher, For instance during 1973-75 when the
Iranian economy was experiencing a Qary high rate of inflation, no change in
the interest rates paid on deposits can be seen (see table 7-5), However,
despite the unattractive position of the government debt and securities from the
banking system stand point, the central bank as the executive body of govern-
ment fiscel policy can impose the government debt on the banking system and
financial institutions. Usually, the central bank of Iran raises the legal
reserves-of tha:-banking-system with the central bank and the obligation of the
banking system te hold government bonds.

However, the government is not the only body which may gain from infla-



455

tion, on the one hand,?privata borrowers at banks may collect revenue from

the inflation tax on deposit balances if their loan rates are not fully adjusted
to the rate of inflation, On the other hand, the bank sharsholders would gain
from inflation tax if the loan rates are fully adjusted to the rate of infla-
tion13. In Iren, the former is the case for most of the big industrialists who
borrow from the specialised banks whose lending rates are under goveinment
control, while the latter is the case for the commercisl banks which have a
larger possibility of adjusting their loan rates. The above indicates an income
redistribution in favour of profit earners eand against interest earners, but

it may not have any clear effect on savings since there is no reason to bslieve
that the MPS of profit earnsrs will be higher than that of interest sarners,
Taking into account that, in the long run, large deposit holders will switch

to other sort of assets and particularly real assets, the redistribution may

be agalnst small interest earners,

However, the above shows that inflation causes two income redistri-
bution processes, first; in the private sector from wage earnérs to profit
earners and secondly, from the private sector to tpe public sector, If infla-
tion become chornic, in the long run, there may not be any income redistri-
bution of any significance since, on the one hand, wage oarﬁérs may be expected
to learp from experience and bargain in term of real wages, andon the other hand, .
people will be induced to oconomiza'upon money~holding, thus, 11n1ting>tﬁe
imposition of tax to small. fraction of the monetary increases, It seems, both
effects {rising of wages and declining of the velocity of quasi-money) have
appeared in the Iranian economy during 1972-75, as tables 7-5 and 7-6 show,
Therefore, using inflation as forced savings may have little effect or even
a negative effect on the accumulation of savings in the long run, Moreover,

80 long as the inflationary pressure has been reduced by the deterioration
of the balance of payments, it may hesve resluted in reducing national savings,

This effect can be expected to be important in en open sconomy like Iran, both
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because of its higher ﬁropensity to import and transferring of deposit sbroad.

The effects of inflation on the structure of investment appears, on
the one hand, in the form of a high share of investment in uhproductive, short=
term and speculative activities, and on the other hand, encouraging ths capital
intensive industries. As far as the former is concerned, the fall of real rates
of interest paid on financial assets would encourags the investment in real
assets and particularly in land and estates, The speculative demand for land
in Iran, espscially in the urban areas, has been one of the obstacles to the
allocation of resource to productive activities, Although land helding for
speculative purposes have been discouraged by taxation (see p3gg ) , transac-
tions in land are so profitable and have overshadowed most of productive acti-
vities largely because they carry a minimum rigk both uhdor inflationary pre-
ssure and relative to investment in industry. For instance in 1960-1 at a time
of inflation a piece of land was transacted three times a day14. Under similar
conditions in 1976, the government had to limit the number of transactions on
land to once a year in order to freeze speculation in land. To a lessextent
similar effects can be seen‘in the transaction of estatas.

As far as the latter is concerned, by cheapening the capital relative
to labour, inflation would encourage the devslopment of capital intensive
1ndustr@es. This change in the factor proportion would affect investment in
the egricultural sector with a high‘proportion of labour employed, In the.
long run, most of the small farms .. will be affected by inflation and wage
rises and therefore,.they would either be closed down due to the high cost of
production and low degree of competition u;th imports from abroad, or they
would be taken by large-scale and capital intensiﬁe units which are able to
reduce the cost of production by replacement of labour with capital, However,
the agricultural sector will be relati;oly less attractive to investors than:
other sectors due to the low productivity of labour.

In the manufacturing sector, the 1SI industries will be encouraged -
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while the export indusﬁrieéuﬂll.suffer from lack of investment, When manufac-
turing by size is considered, the small-scale industries may come Onder pre-
ssure of competition in the market. Since their method of production is largely
labour intensive, they suffer from a lack pf flexibility in accommodating their
method of production to changes in factor proportion. Therefore, the high cost
of production may sweep them away from the market., Also, non-traded gdoda such
as transport services may receive greater attention,

The above shows that thé atructuré of employment would change drastic-
ally. A large number of workers would be pushed out from the agriculturel sec-
tor, while the development of the industrial sector towards the capital inten-
sive industries may not allow the manufacturing sector to absorb the masses
of unemployed from the agricultural sector., This may accentuate the existing
gap between output and employment in the manufacturing sector, particu;arly,
when it is recognised that in the long-run the growth of small-scale indust-
ries which are the main source of the industrial employment is bound to be
limited, In this way, in the long run, inflation may accelerate the process
of polerization of social classes, and create a mass reserve army of unemployed.
Although in the short run, unemployment can be reduced by the expansion of the
construction and public sectors, in the long run, thess sectbrs may not be
able to absorb the workers pushed out from the agricutural sector,

These changes may result in'social and political problems related to
migration from the rural areas, urbanization and unemployment. This is the
political consequences of inflation which makes the government rsluctant to
use inflationary policy. This situation 1s aggravated by the ever-worsening
process of distribution of income which accompanied by a successful infle<
tionary policy, To reduce thase consequences, the government has to accept a
stop-go policy and not allow inflation to work its way out, However, the serious
consequences of inflation during 1958-61 and 1973-77 resulted in a change of

government (at least as a political window dressing) end the taking up of a
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deflationary policy léading to a deep recession, Therefore, apart from the
economic effects in the long run such as the regressive impact on private
savihgs and deﬁelopment of the capitalrmarket, misallocation of resources and
raising of epeculative investment, the social and political consequences will
limit the usage ofninflation as a means of taxation, While the political detsr-
minants are the impeding factor to the davelopment of the tax system and call
for inflationary financing with a higher political applicability, they will
also limit the use of such a policy in the long run due to its social and

pblitidal CONseqUences.
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Chapter Eight

8 Development of 0il Industry in
Iran

Introduction

In this chapter we look at the development of the oil industry and its
effects on the economic development of Iran. The chapter i1s divided into two
parts; the first section deals with the development of the oil sector and the
causes behind the growth of oil revenue since the exploitation of the Iranian
oil resources, The seéond section is concerned with the sffects of o0il on the
whole economy, that is, its integration with the rest of the economy through
the forward and backward linkages, its indirect effects or Fiscal sffects and
the overall effécts of the oll sector on the structure and the pattern of

development,

8-1 Growth of 0il Revenue

The pattern of o0il;revenus accruing to the Iranian governmaent since the
exploitation of the oil resources can be divided into twosubsequent and dis-
tinct periods ( figures 8«1 end 8-2). First, the pre-hationalization period
concerning forty years of the development of the Iranian oil industry from
1911 to-1951 which is characterised by a significant instability and fluctua-
tion, although with a tendency ﬁo increase., This period can be divided into
two sub-periods, that of 1911-33 and 1933-51, Most of the fluctuations in the
government revenue from oil can be seen in the former sub-period, while the
latter enjoys a fairly stable and grouingltrend. We can hardly speak of the
growth of oil revenue during the 1911-33 period. puring 1911-19, only £ 335
thousand was paid to Iran and after anarrowfluctuation dﬁring 1919-24, the
government revenue réacheﬁ ité éeaks only in 19&6—7 (after é drasticrfall in
1928) and 1929, Aftef 1929, iran experienéed'a fairly stable growth in its

o1l revenues which was approximately 14 percent annually and reached a peak
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of £16 Million in 1950, when the nationalisation dispute brought the oil
production to a standstill for four successive years. The second period,
the post nationalization era, is characterised with the rapid and steady
growth of oil revenue. By 1957, the oil production came back to its full
capacity and ensured an-annual growth rate of 14.9 percent during the 1960-
70 period. During the first half of the 1970's, the growth of oil revenue
shot up at a rate of 75 pgrcent which has opened a nsw dimension in oil
history.

There are a number of reasons which may explain the above pattern of
0il revenus during the 1911=51 and 1954-75 periods., These complsx and
interrelated factors ars concerned with the economics of natural resources
and its optimal rate of depletion. Since we are dealing with the growth of
revenue accruing from the exploitation of natural resources, the limited
life of such resources should be considered 1in the evaluation of the utili-
zation of national wealth, The limitation on the life of natural resources
is not only determiﬁed by the existing capacity of reserves, but also by the
possible changes in the world dsmand due to the technological changes and
the possible substitution of artificial products with a superior or similar
nature, This latter factor casused oil to become a substite for coal in the
wo;lﬁ energy consumption, Therefore, it may even justify an acceleration in
the exploitation of natural reéourcés in a shorter period in order to maxi-
mize the benefit accrued to society from natural resources. Here we should
distinguish between the maixmum utilization of oil resources, that is, gene-
rating the highest poesibls flow of revenus during the limited life of such
resources, from the use of the revenue to ensurs the continuation of such
income after the depletion of the oil resources. In this section, ws are
concerned with the evaluation of the former.

However, such optimality depends on the patterh of demand for particu-

lar natural resource, the nature of the market and especially the price BxXpec=
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tation, Since there is no forward market for oil resources, the price expec-
tation, which is affected by uncertainty about changes in demand ang tech-
nological progress, may be the main determinant of the rate of depletion of
natural resources1. Changes in expected prices and uncertainty Eause the
actual rate of the depletion and prices in the short run to be different
from the optimal rate of depletion which may be determined by the market
machanism in the long runz. This is the rate of risk involved in the oil
market which forces the oil companies to determine their optimal rate of
exploitation of cil resources for the forsesable futurse rathar’than for
the long run, In addition to uncertainties arising from an inability to
predict market movements, there are important political uncertainties
for foreign companies involved in extraction.‘Consider a foréign company
with a concession to exploit and sell oil, in Iran, Although, formally
the concession is open ended, the firm fears that in practice thé host
government may, at some future date, end ths concession without prior
notice (for some exémple see beiow P 473 )e Under this circumstance
the firm will raise the rate of deplstion in order to”maximize its profit,'
if.4it belisves that there is a strong bossibiiity that the cohcession will
be ended‘in a certain date in.£he future. This would reinforbe thé above
uncertainty and thersfore raise the deplstion rates3.

| However, what we are concerned with is not the detefmination of the
optimal rate of depletion for a firm, but, rather‘the effect of such a
decision on the revenﬁe of the host éovernment. In this respect, although
it is the oil companies which determins the rate of groch of outbut, and
oil prices, according to tﬁe above mentioned féctors,‘the relationsﬁip |
between the host government and the oil companies can be a Significanf
facfor in determining the share and the growth of gerrnment ravahue from
the o1l resources. To evaluate tﬁe effects of these factors on the oil

revenus in Iran, we will look et three main questions:First to what extent
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international politics have affected the revenuse share of the.Iranian govern-
ment, Secondly, has the structuré of international oil markets affected the
magnitude of oil revenue ? Thirdly, has the Iranian government pursueda long
run policy with regard to the exploitation of o0il resources ? These would

also explaln the instability or stability, the slowness or rapidity of the
rate of growth of thes o0il revenue accrued to the Iranian government in diffe-
rent periods, Based on the analysis of past expesrience we may be able to anti-
cipate tha magnitude of thse future 0il revenue and its importance in fiscal

and foreign exchange earnings in the futurs.

B-1-1 011 Concessions

The most determinant factor of the share of oil revenue accruing to
Iran has been the economic and political ability of the Iranian government
to bargain against the oil companies. When economic performance has been
bad and the fiscal capability of the government has bsen wsak and politically
unable to raise the revenue enough to caver its expenditure, tha concassion .
granted to the foreign investors have been most favourable to them. The eco-
nomic and political situation at the end of the ninsteenth and the begining
of the twentieth century may clearly exp;ain the nature of the first oil
concessions in Iran,

At the turn of the century the continous Persian-Russian wars resulted
in the weskening of the Iranian feudalistic state, While the ﬁiiitary and
court expenditures were growing fast, the traditionél sources of governﬁent
wers not sufficient to finance thess increasing expenditures. This caused
the government to resort to the foreign banks for loans using as collateral,
pledges of certain rights for forsigners in Irand. Under this economic and
political atmosphere the first oil concession was granted in 1901 to William
D'Arcy, a British subject ( for the main points of the concession, see Appen-—

dix A) .
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In thes 1901 oil concession, obviously, little sconomic consideration
was taken into account. The oil companies were free in the determination
of the output, prices and the optimal rate of depletion. However, by elabora-
tion on the determination of output and prices, the 0il companies reduced
the share of the Persian government from the sale of oil. The first and the
most important factor which affected the share of government from the oil
revenue was that part which was to be collected through taxes. Since the
levied tax was fixed, by increasing the rate of oil exploitation, the oil
companies reduced the marginazl share of Iran from the oil production. This
fixed tax may also have encouraged the raising of the rats of depletion as
much as the reduction in o0il prices( due to the increass in the production)
could have been offset by the decreasing share of taxes paid to the Persian
government. Since the annual tax payment was so low this may not have even
compensated for the loss of the tax revenus dus to the exemption granted
to ths oil companies for their imports and land taxes. However, the fixed
tax was a floor for.Iran's 0il revenus and was insignificant relative to the
share of royalty payments, |

The second and most important facter innihe D' Arcy concession, which
was the main causs of the fluctuation of oil revenus during 1910-33 was
the royalty share. Since the royalty was linked to the net profit of the
oll companies, the revenue of the Persian government was sensitive to the
boom and recession of the world economy and particularly to the oil companies
profits, However, although the ratse of royalty was low and despite the revenue
fluctuation, at that level, the profit-sharing system could ensure the maxi-
mum revenus from any unit of o0il production due to the oil companies policy
with regard to the profit maximization. Despite this buit-in profit maxi-
mizing mechanism, the Persian government's share from the 0il revenus dec-
lined sharply ard was not proportional to that of the 0il company during

1920-30, This was largely due to the neuw interpretation of the D'Arcy oil
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concession and the-company's dividend policy rather than declining of APOC

( Anglo~Persian 0il Company, the only operating oil company in’Iran ddring
the 1901-50.period) profits, Basically, the APOC questioned the right of
royalties being applied to the uwhole operation of APOC. It is argued that
since the subsidaries were opsrating outside Persia, they should not be
liable to pay royalties. This dispute, along with the fallure of the Pérsian
government to protect the physical assets of the company resulted in the

so' called Armitage Smith 'interpretative' agreement in Decsmber 1920, Accor-
ding to the néwkagraement, which was never ratified, although the profit
sharing principle applied to all the companies formed by the APOC, a large
deduction from the net profit was provided for the companies operating in
refining, transportation and distributions. In practice this new interpreta-
tion opendd great flexibility for APOC. A vertically integrated company,such
as APOC, was easily able to allocate the largest part of its profit to douwn-
stream activities and reduce the sHare of the Persian government., The neuw
interpretation of tﬁe company's policy uwith ragafd to dividend payments

and the world depression in 1931, reduced the share of Iranian government
from oil revenus td £307,000.

Homevef, with the rise of the bdurgeoisie and the domination of the
boprgeois state, the needs for higher public expendituré in the infraéfruc—
ture, such as roads and communications and particularly for military expan-
éion, wvas rising, Since the share accruing to Iran from thas 0il revenue
was insufficient and unstable, Reza Shah tried to obtain a more stable
and higher share of revenue which resulted in the new agreement in 1933 ( for
the major points of this concession, ses Appendix A).

It seems that the experience of 1920-30 forced the government to ssek
a stable source of revenue, The government obtained this stability by linking
the roylty payment to output rather than profits., It even went further

to ensure this stability by introducing a floor to its revenue from the oil
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production through khe annual minimum paymehts. Howsver, since the roylties
and tax payments were based on production, the only way to increase the
revenue from oil exports was to encourage the AIOC to ralse the rate of dep-
letion. The lower rate of tax for the excess of the 6million tons per year
obviocusly shows the government's intention’to encourage oil production. Al-
though the government was able to increase its revenus by encouraging the

AIOC to raise oil production, it does mean it was able to maximize its revenue
from each unit of production. This is particularly important when it is rscog-
nised that the 1933 concession was to freeze the oil price upon which the
royalties and taxes were to be calculated for 30 and 15 years, without any
consideration for the rate of inflation. This implies that the Iranian govern-
ment quaranteed an oil stply to the AIOC at a stable cost., Therefore, the
1933 concession with its diversion from the profit sharing system gave a
greater flexibility to the AIOC in determining the selling price and output

of oil, In this way the AIOC policy with regard to the maximization of profit,
not only did not benefit the Iranian goverhment, but it led to an slabora-
tion on -the production in order to reduce the cost of production, tha; isy, the
revenue of the Iranian government. Since the level of oil production was left
to be determined by the oil c;ﬁpany, it wés able to reduce ths rate of pro-
duction when expected prices in the future would be higher, and to increass
tﬁé rate of exploitation when the expected pfices would be declining, By

this elaboration on determining the leveliof production, the oil company
could minimize its cost and widen its profit margin against the revenue of

the Iranian government, Particularly during the 1933-37 period the annual

rate grouwth of profits selonging to the AIDC‘was far higher than that of

the revenue'of the Iranian government, that ié, 29 percent compared with

17.8 percent, With the expansion of the oil production after World wWar II,

the gap between the growth of AIOC's profits and the revenue of tha Iranian

government was drastically widened. While the former enjoyed an annual growth-



Growth of 0i{1 Revenus By Sources

Table (8-1) Pesrcentage

- 1919-30 193337 1944483 1932-%8 1960-70 1970=75
01l Payments to the 9 17.8 19.7 . 14,5 14,9 75
Iranian Government '
Profits of A10C(APOC) 6 29,5 43,5 13.6 - -

Sources See Back Ground Tsbles 6 and.21.
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rate of 43,5 percent in its profits, Iran's revenue increased by only 2 per-
cent to a rate of 19,7 percent (sees table 8-1),

Despite 'the government's achievement in obtaining higher revenue, it is
hard to say that it had any success in maximizing its revenus from the o0il
resources, Its achievement can be attributed to the higher rate of production
rather than a higher rate of revenue per unit, As background table (24 ) shous,
the Iranian government was not so better off in per ton terms after 1933 than
during the 1918-23 period when the effects of the Armitage Smith "interpreta- -
tive" agreement had not completely appeared. However, in comparison with the
1901 concession in which the profit sharing system could assure a built in,
maximizing mechanism, it can be said that the 1933 concession not only lack
such an assurance, but also, the fixed price system caused a diversion from
the maximization in utilization of natural resources, While the gdvernment
should have looked at the expected prices in the future, it seems that it was
totally affected by the past experience of depression,.This short-coming
of the 1933 concession was to some extent offset by the new fixed tax sysfem,
in which tax payments were linked to oil production, although the tax rate
was still regressive with respect to the level of production,-Similar to the
1901 concession, it is not known whether the tax revenue of this sort was
sufficient to offset the loss of tax revenue due to the exaemption granted
to the oil companies for their imports and other taxes. Altogether it is
difficult to say whether the 1933 concession was a victory or a setback to
the country. On the one hand it was a victory since.it reduced the areas of
the cencession and guaranteed a minimum of revenue in times of depression,

On the other hand, in the long run and from a revenue standpoint, the 1933
was a setbackj neither did it ensure a rate of growth, at least as high as
that of the oil company, nor did it show any significant improvement in the
government's revenue in terms of per unit of production during the first 15

years of the concession, However, both concessions, from the revenue point
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of view, wers very boor. During the 40 years of the dominaﬁion of AIOC, on
the Iranian industry, the Iranian government received only 10 percent of the
value of the exported production of its crude oilB.

After World War II, with the change in the international and domestic
political atmosphere, the Iranian government made a further effort to raise
its share from oil production. Both domestic and international events brought
about the necessary conditions for such an affort.IIn the time o% occupation
in 1946, Russia proposed to the Iranian government an agreeﬁent for oil con-
cession on the base of a 51-49 profit sharing ratio. After the withdrawl of
Russian troops from Iran, the Iranian government refused to recommend to the
Majlis (House of Commons) a draft oil agreement proposed by the Soviet Uniong.
This silent refusal was a result of British influence on Iranian politics
and mostly for tﬁe protection of British interest in Iran, In 1947, George
Kirk stated, " The British government,..., were apprehensive that -, if ths
Persian government were encouraged to reject outright the Soviet demand for
the jJoint developmeﬁt of the oil resources of northern Persia, their latent
nationalism might be tempted to challenge the Anglo-Iranian concession in
the south."10 "Carly in September 1947 the British ambassador in Tehran handed
Premier GhaQam a note which recommended that the Soviet draft should not be
rejected outright, but the door be kept open for further discussion..."11
The awarensss of the British pdliticians of the changes occuring in Iran, al-
though not deep enough, led them to respond to the demand of the Iranian
government for a higher share of oil revenue,

In 1949, having agreed on some modification of some of the terms of
the 1933 oil concession, a supplemental agreement was proposed by AIOC and
signad by the Iranian government12. Its main provisions were a) the per ton
royalty was to increase to 6 shillings, b) the annual payment in respect of

Iranian taxation was to increase to one shilling per ton, c¢) a minimum pay-

ment of £4 million per annum in respect of dividends and allocation to gene-
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ral reserves was to‘he guaranteed and d) a different basis for fixing prices
of oil consumption in Iran was to be determined. The Iranian government sub-
mitted the agreement to the Majilis for ratification. While the special commi-
tes was considering the terms of the agreement, two events with regard to.the
oil politics in the Middle East (which was also %nfluenced by changes in
Iranian politics) affected the opinion of the people and the Majlis, First,
the Saudi-Arabian government and ARAMCO reached an agreement on a base of a
50-50 profit sharing in December 1950, Second,at the same time the Iragi govern-
ment, which had been proposed a similar increase to that of Iran, rejected
the proposal and was seeking better terms13. Under these political changes
in the Middle East in 1951, the special commitee recommended the Majlis to
reject the AIOC offer and proposed to nationalize the oil industry. The Majlis
accepted the nationalization proposal and the three ysars disputs betwsen
the Irenian government and the AIOC supported by the British government
started14. puring‘these years of challenge the Iranian government was not
able to sell its oii which resulted in economic chaos, The economic problems
on one hahd and the joint Anglo-American effort on the other, brought down
the Mossadegh's government 1n;August 1953 anduénded the story of qil nationali-
zation in Iran15.

In 1954, the British officially accepted the oil nationalization in
Iran largely in order to reduce the domestic nationalistic tension against
the new government, Also, for a similar political reason (that is, the dis-
satisfaction of Iranian about the domination of AIDt), a multi-national oil
company known as a& consortium, was introduced to take up the operation of
the oil industry. With these two minor considerations, Iran received a 50-50
profit-sharing agreement which dominated the international oil industry in
the 1950's,

The 1954 egreement was return to the principle of the D'Arcy's conce-

ssion with some modification in the case of operational;managament in order
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to observe the abové changes, royalty, taxes and determination of porfit (see
Appendix A for the main points of 1954 oil contract). However, this conce-
ssion was by no means what Iran was sesking from the nationalization of the
0il industry in 1951, that is, the control of its oil resources. The new cont-
ract, like the othefs, left the level of production and price to be determined
by oil companies. Howsver, there is no doubt that the 1954 concession with
its 50-50 profit sharing was superior to the previous ones. As a consequence
the IranianAgovernment's ravenue rose from £16 million in 1950 to £76 million
in 1957, In per ton terms, Iran's receipt in 1957 was 400 percent higher than
that of 1950. But this financial success may overlook the advantags that the
Iranian govermment gained through the nature of the new oil contract. Although
there are some similarities betwsen ths 1954 princple of profit sharing and
1901, some differences can be seen. Unlike the 1901 concession, that of 1954
clearly specifies that the net profit is only related to the producing stage
and, therefore, the dounstream activitlies are not included., This difference
called for a method'of calculation of net profit which had been anticipated
by the introduction of the postal prices., The net profit as such would be
affected by the dominated price system and thé”changes in oil prices. Also,
despite the profit ‘sharing eystem, there was no reason to believe that the
0il companies maximization policy would benefit the Iranian government as
long as the downstream activities were not included. This loophole in the
calculation of profit along with the output question has been a source of
dispute and permanent neqotiation between the Iranian government and the oil
companies,

In 1957, it appeared that the Iranian government was not satisfied with
its revenue from the oil industry, Since it has tried to raise its revenue
by negotiating new terms with the consortium .and developing its oilfields
outside the consartium, As far as the former is concerned, the main issues

have been disallowance of the marketing expenses, expenéing of royalties,
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increases in the gévarnment's share of profits, increases in posted ppices
and raising the level of production, Leaving aside the latter two for a eare-
ful examination, we will briefly evaluate the government's success in dealing
with the consortium in the former'issues.

The price reduction of August 1960, provided a turning point in oil
history, Producing nations, anticipating further reductions in posted prices,
were forced into making a stand against the falling prices. In September 1960,
the Organization of Petroleum Exporting Countries (OPEC) was formed!7. Al- -
though, at the begining its main object was price control, it gradually be-
came an organization for the protection of the interests of oil producing
countries, The gradual development of OPEC brought about the necessary con-
ditions for changes in the structure of .the oil market, The structure of
the oil market, which was characterised by the domination of an oligopoly
~of buyers, gradually turned toward an oligopaly of sellers, which created a
better bargaining position for the producing nations. Under this‘change in
the structure of thé market, the first success of OPEC (apart from the case
of prices) brought about a reduction in Iran's share of marksting expenses,
The nesw arrangement reduced the government's éﬁntribution from 1,5 percent
to 0.5 percent per barrel, which saved Iran about 2 to 2,5 million dollars
in 196218. However, it was a minor success in the sense that it was an easy
isgue on which to gain the oilicompany's apprcvai.

The expensing of royalty payment was a much more difficult problem to
solve and took a much longer. In the payment of tax and royalty, the 12,5
percent share of profit as royalty was included in the 50 percent tax on
profit; in other words the royalty was part of the 50 percent arraﬁgement. |
In 1964, the NIOC reached an agreement with the consortium companies to treat
the 12,5 percent royalty as an operating expense deductable before arriving
at the taxable income, As a consequence, the Iranian's effective share from

the consortium operations were raised to 56,25 percent1g. In turn the consor-
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tium was to recelve a discount on their posted prices at a rate of 8%, 7}

and 6% for the first three years of the agreement., This left the Iranian
government with an extra 3%, 4 and 4% cents per barrel for the three succe-
ssivé yearszo. In 1968, the companies agreed to gradually eliminate the allow-
ance off posted prices for tax purposes util 1971,

The economic conditions in 1970 raised the demand for petroleum through-
out the world which coupled with.the strengthened OPEC allowed the oil pro-
ducing nations to exert their oligopolistic power. This resulted in an in-
crease in posted prices and the rate of tax from 50 to 55 percent21;

In 1973, the NIOC took over the entire operation of the Iranian oil
industry. In return, it accepted a commitment to supply the consortium with
crude oil for 20 yéarszz. The sale will be governed by the OPEC posted prices,
and in this sense the percentags profit sharé of the foreign operators, after
the deduction of various costs and royalties, is essentially preserved, There=-
fore, the main change was the transformation of operating process to NfOC
which by no means can be interpreted as the total control of oil resources,
Although it has given the government a control over the total production and
sale of oil toindividual buyers, the governmeAt is not able to exert its
power since cohsumervmarkets (refining and marketing) are largsly undsr
control of the major oil ;ompanies. It apbears that, except for a short
p;riod, Iran has beeﬁ faced with lower'demend, This, to some extent, has
been due to the non-comittment of the consortium to market the Iranian oil
c:ude. The consortium haé been reluctant to buy the Iranian héavy crudezs.

, However, the Arab—Isfael war in 1973, followed by the oil embargo by
Arab producers, which cut off oil production by 30 percent, provided another
incfease in oil prices, It was followed (in 1974) by an increase in royalty
rates from 12,5 to 14,5 percent and later to 16.67 percent., This was accom-

panied by an increase in the income tax rates from 55 percent to 65,75 per-

cent2d. By 1975, altogether, the share of the government per barrel increased
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to 96.8 percent of posted prices and left the 0il companies with 22 cents
per barralzs. Therefore, in evaluating OPEC's successes, one should realize
its importance not only in the raising of pricos; but also the inceass of
its share against the major oil companies which for abeut 7 decades had‘domi-
nated the international oil industry, The sharp riss in oil revenus in Iran
can baAatributad to the changes in the pfofit sharing as much as the ries in
prices, Certainly, OPEC has enjoyed an oligopolistic profit during the 1970's, ;
This change in the structure of ths market was impertant to the Iranian |
government, since the consortium has been the main buyer of the Iranian
crude oil, that is, arcund 100 percent in 1957, 95 percent in 1968 and 92
percent in 1976 were produced from ths consortium oil fislds (table 8-2),
However, along with bargaining against/tho gongortium,flran has besn
developing new 0il fields with deferent oil contracts, Although NIOC offi-
cials claim that the non-concessionary contracts (Jjoint venture and service
contracts) are the most favourabls to lran, experts believe that from the
revenue point of view, these contracts do not provide a better outputzs.
Practically, es table (8-3) shows tha per barrel disposable revenue sccrued

- to the Iranian government from the consortium is far higher than that of

Joint venture contracts, However, it is believed that the non—cbnceaaionary
contracts are used for political purposes., They sarve this purpose by reduc-

‘1ng the dependence of the Iranian government on the consortium, however limited,

8=1-2 0i1 Price System :
One of the most important problems which the international oil industry g

has been faced with is the determination of oil prices. Since the sarly
exploration and development of oll resources in the USA, tha price of crude
oil has been determined under special conditions affected by the peculiarity
of the oil industry and the structure of the market, The very hesvy fixed
capital involved in this industry, which makes the average cost far higer -

than tha marginal cost of production27, and the specieslized knowledge owned
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Table (8-2) g Percentage
1957 1964 1968 1972 1976

Consortium 99,4 99,2 95,1 91.0 91.9
IPAC - - 3.6 4.0 4.8
IMINCO - - - 1,9 0.9
LARCO - - 0.4 1.5 1.3
NIOC 0.6 0.5 0.3 0.3 0.6
Total 100,06  100.0 100.0 100.0 100.0

Source $ Plan and Budget Organization, Statistical Year Book, 1968 and

1976,

Per Barrel Disposable Revenue Received

By Iren, 1968 -~ 1973

Table (8=3) _ cents
1968 1969 ' 1970 - 1971 ‘1972 1973
Consortium 80 85 83 123 133 164
SIRIP 22 22 22 25 28 24
IPAC 40 33 28 81 75 88
IMINCO - 24 N 39 66 106
LAPCO 15 29 52 89 100 144
wioc ! 140 200 174 182 200 184
Note ¢ 1= Includes the 0il exported by Pnrtnsro; NIOC's exports of partner-

ship crude, and an estimation of the worth of barter trados .
Not comparable to ths other operators.

Source $ Fesharki, F, , Development Of The Iranian 0il Industty, Pe 87,
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by the oil companiés, have brought about the necessary condition for the oil
companies to claim for a higher rate of return to capital than the current
supply of capital would have allowed forze. These conditions, coupled with
the oligopolistic market in the crude and oil products enforpgdby the hori-
zental and vertical integration have resulted in the determination of oil
.prices at a level far above the marginal and average cost of production, So
long as the USA was the main producer, the price of crude oil was determined
by the pattern of domestic demand and with regard to the oligopolistic struc-
ture of the oil market, as explained above, In this respect the export market
was an extension of the domestic market in which the price of crude oil was
equal to the price in the Gulf of Mexico plus the freight charge (called the
Gulf of Mexico plus).

However, the gradual development of o0il resources in the Middle East
which enjoys an extra-ordinary low cost of production brought the price system
to a shaky position by 1948 when the Middle East oil production was begining
to dominate the expﬁrt markets, Since, prior to War World 1I, the US and
Caribbian accounted for about 77 percent of prgpuction( declining from 90 per=-
cent during the 1920's) and 65 percent of oil exports in 1939, the absorp-
tion of a small percentage of Middle East oil in the world market (1less than
5 pgrcent), without affecting the dominated price system was possiblezg.

The price of Middle East oil was determined as if it was exported from the
Gulf of Nexico;plus the: freight charge.from the Gulf of.Mexibozo.,This.pro-
vided the oil companies with an extra-ordinary profit margin. They, also,
received an extra profit if the freight charge from the Gulf of Mexice to
the destination was higher than the Persian Gulf to the same consumption
market (phantom freight). On the other hand, if the point of export was more
distant from the point of destination than was the Gulf of Mexico, oil

companies had to accept the loss (freight absorption)31. Naturally, in this
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wvay, the 'differenée of origin' determined the geographical limits in which
the Middle East oil could be delivered to the consumption markets and enjoyed
a phantom ftqight; practically, the border was'Europe West of Italy'zz,
Therefore, the expansion of Middle East oil would have resulted in breaking
down the price system., However, there are some reasons to believe why Middle
East 0il was not expended rapidly and was not sold at a competitive price.
First, the fixed capital involved in the exploration and development of
Middle East o0il was larger than the average fixed capital dominated in the
0il industry at the time and the degree of riskiness was believed to.ba‘higher.
Therefore, a higher rate of return to capital should have been ensured in
order to stimulate the necessary investment for developmant of nsw oil
field333. Secondly, since the international oil industry has been dominated
by e few large oil companies,'the oligopolistic structure of the market has
allowed the oil companies to maximize their profits from their diffsrent
sources by slowing down the development of Middls East oil resourcés with
low cost'of productionsd.

However, during 1939-45, the BritiﬂwAdm?rdltywhich received the oil
consumption needed for its Fleet in the east of Suez Canal from the Persian
Gulf, was unwilling to pay a price that contained a phantom freight. A similar
proplem was discussed betwsen the American Navy and the American oil com-
panieé which were producing in the Persian Gulfss. This resulted in the elimi- »
nation of phantom freight and the domination of the Persian Gulf as a new
base point, Still the Persian Gulf f.o.b. price of crude was determined at
the same level of the Gulf of Mexico and the equalization point remained
at the port of Naples, So long as the base price in the Persian Gulf remained
identical to the base price in the Gulf of Mexico, Middle East oil could not
be delivered to a destination west of watershed, unlessffalgﬁtabsorption

was practised,
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with the expénsion of Middle East oil which accounted for around 32,3
percent of exports in1947 (table 8-4), Middle East oil had to’' be delivered
to the west of the watershed. This was possible either by absorption of a
large freight differential or by reducing the f.o.b. price of Middle East
crude., By choosing the price reduction, the oil companies passed on some
of the cost of competition to the prﬁducing countries (see, also p486 ).

In this way, Middle East crude could move to the west of watershed and the
equalization point moved to London, The difference between the f.o0.b. price
of crude oil at the Gulf of Mexico and that of the Persian Gulf was around

46 cents per barrel, In’July 1948, the US government ceased the o0il exports
to Europe and Middle East oil came into competition with the Carribbean

oil which enjoyed a lower cost of freight to Europe. It resulted in a further
reduction in thé Middle East orude frem § 2,22 in March 1948 to #2.03 in July ',

Due to the very low cost of production and the rapid expansion of oil
exports, the equalization point moved to New York and the f.o.b, price of the
Persian Gulf was reduced from £2.03 to $1.88 and latof,te $1.75 per barrel
in 1949, The gap bstween f.o0.b. price of the Gulf of Mexico and that of the
Persian Gulf was widened from 46 cents in Mar;% 1948 to 91 cents in July
194937. Middle East oil, having reached the largest consumption market (the
USA), the price movement of the Middle East crude became subject to the US
ma?ket and to the changes of the US Gulf price in timing and direction, with
- minor differences in extentsa. By the end of 1950's, a price weakness began
to develop and the equilibrium between the three sources of o0il was broken,
The cause of this development is attributed to two factors. On one hand, the
export availibility of crude oil both in Venezuala and ths Middle East was
growing, This led the producers to sesk new markets for their surplus pro-
duction and for long term contracts which caused deviation from the estab-

1lished price leval, On the other hand, the US market was no longer able to

absorb ths growing surplus of oil production. This decréasing tendency in



world Dil Exports By Malor Exporting Arsas

Table (8-4) | Percentage

1938 1947 1955 1960 1965 1970 1973 1975 1976
North America 30.4 12.8 642 2.4 1.2 3.9 4,6 3.3 2.4
Carribbean’ | 35,0  54.6 33.8 29,1 21,5 13.1 11.4 10,5 9,6
Middle East . 15.8 32,4 50,2 53.6 50.4 50,5 58,5 61,0 60.8
Africa - - - - 2,2 | 11.9 22,8 16.3 14,4 15.4
Rest of the Uorld "19;1 0.2 9.8 12,7 15,0 1947 9,2 10,8 11.8
Total Export? f 1740 1775 5940 8810 15110 25600 34185 30335 34300
. . (100.0) (100,0)

(100.0) (100,0): (100,0) (100.0) (100.0) (100,0) (100,0)

Note- 1 - 1970=76 figures cover Latin America as a whole,
' 2 = Thousand Barrels Daily
Source: B.P., Statistical Review of ths World Dil Industry, 1965 and 1976,

8y
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demand for oil was r_einforceq by the US government policy in 1959 which intro-
duced a ceiling to the quantity of crude that could be importedag. These
factors, to some extent, reduced the importance of New York as an equaliza-
tion point, The break-down of the 1nternationa11;’based point system resulted
in the rapid reduction in price of the Middle East crude from £2,08 per -
barrel in 1957 (the rise relative to 1953 was due to the first Sueze Crisis)
to ¥ 1.80 in 1960,

Tha‘price reduction of August 1960 brought the oil producing countries
together to stand against the falling prices. Although OPEC was not able to
restore the pre 1960 posted prices, it was successful instabilizing the oil
prices for a decade. Therefore, a widening divergence developed in world
markets between the posted prlces and the actual or realized prices. The
posted prices became a floor to the per barrel rsvenue of host countries,
Despite this diversion between posted and realized prices, the oil companies
were stili able to obtain some discount off the posted prices from indivi-
dual.producing couhtries, This may indicate that an indirect link between
the realized and posted prices existed and the continous decline of realized
prices was, to some éxtent, offset by the:diséﬁuntposted prices.

This situation was largely a sign of growing competition in the inter-
national oll industry due to the discovery of new oil fislds and the emer=-
geﬁce of new comers in the international marketsag. However; it was not the
actual supply of oil in excess of demand which caused the declining trend
in oil prices, but, the rising of potential oil reserves which could be pro-
duced by nsw comers independently from the major oil companies. The indepen-
dent companies reduced the degree of concentration and control which existed
in the international markets, The major - companies who were not assured about
the price behaviour of the market had to follow the comeptition in the inter—
national markestsé1. Another feature of independent companies is their weak-

ness to stand agailnst the threat of the government of pfoducing nations for

7
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rising 6f posted prices, This is particularly so because they have access
to a limited source of oil supply, Therefore, any threat to them means being
in or out of international businessaz.

This instability in the price system which developed throughout the
1960's coupled with the growing importance of the Middle East and North
African oil in the international exports (accouted for 67 percent of oil
exports) brought about the necessary condition for a change in the structure
of oil markets. First, the Middle East and North:Africa were coming to be
the leading o0il exporters and, therefore, the price in the world market was
coming to be set by prices in the Middle East and North Africa. Second, GPEC
became stfonger and was able to control the price movements and gradually
eliminate the price differential among its members. Any increase in the price
received by one of the producing nations becams a base for other producing
countries to claim for the same pricae. In other words, the structure of the
market was moving toward a domination of oligopoly of sellers, Also, later
(in 1970's), the elimination of differences in delivered prices, at any given
point of destination, fegardless of location and costs of the sellers, can
be interpreted as a return to the base point system, but, this time in the
Middle East,

- Under these conditions, in 1970, the first increase in the posted prices
occured after a demand of the.Libyan government for 40 cents rise per barrel
from an independent oil company43. This was followed by the Middle East pro-
ducers. In 1973, after the Arab-Israel war, and the oil embarge by Arab pro-
ducers, a sharp increase in o0il prices shocked the world economy, Although,.
the temporary reduction in the oil production (about 30 percent) of Arab
producers affected the total supply and brought about a.temporary oil short-
age which resulted in the increass in oil prices, the oil producers have

been able to maintain the same level of prices for several years since 1973,
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This indicates that the increase in thse prices has been due to the change -
in the structure of the oll industry, and the 1973 embargohas only accels-
rated the process,

The development of the structurs of oil markets shows that there has
been a move from oligopoly of buyer; (up to 1950) to the effective competi-
pionad(1957-72) and oligopoly of sellers (since 1973). Prices, as determined
under each market structure, have benefited the Iranian government differently,
At the time of bufers domination$ the Iranian government could have received
a higher rate of rent for exploitation of its oil resources than that it
received under effective competition, However, although the oil companies
enjoyed oligopolistic prices, due to fhe oligopolistic structure of o0il market
during the pre-war period, the Iranian government did not receive a propor-
tional share of oligopolistic rent, Up to 1933, the royalty was linked to
the company's profits and, therefore, one should expcet the government of
Iran to benefit from the high level of prices. But, practically, the APOC’
undermined the share of the Iranian government, during 1920's, either by
practising a lower price for inter-companies transaction and a;lowing for
large share of profit to doun-stream activities or by selling oil to the
British Admiralty, which was an important consumer, at.a lower price than
prevailing in the market that. is as low as 10s.6d. per ton fluctuating
between 1 and 2 shillings (or'US £0.,20 and £0.40) per barrel as against
market prices fluctuating between 4%s. and 12s, (or $0,90 and £2.43) per
barrelds. |

buring 1933-50 when the tonnage royalty was practised in which the
price was fixed, the price changes in thelinternational oil markets had no
effect on the revenue of the Iranian government. Since the tonnage royalty
was a common practice at the time, the oil companies including the AIOC

received almost all the benefits from the raising of prices during 1945~
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49 (in particuler) and not the Host countries in the Middle East, The growing
gap between the realized prices and 4 shillings royalty payment made a diver-
sion from the 50-50 profit sharing which was meant to be the case in the
early 1930's when tonnage system had been introduced., By 1948, the share of
host countries was much lower than it was in the early 1930's,
Therefore, the introduction of 50-50 percent profit sharing system, in
the early 1950's, was to ensure the same profit sharing priciple as that
of the early 1930's and it was not an increase in the shars ﬁf host countries
from the oil revenue, Another factor which assissted such a change in the
profit sharing was the calculation of tex liabilities in the Western countries
which allowed the payments to producing countries to be credited against
the companies domestic tax liabilitiesds. Due to this tax consideration,
the increased payments to the host countries ( British companies receive
a lower tax credit than the Americen companies), were entirely offset by tax
credits in their parent countries. The 300 percent increass in the per barrel
receipts of producing countries in the 1950's cost the oil companies only
7 cents, This may pose a question; if the cost was so low, why did the
American companies not introduce the 50-50 profit sharing earlier while they
had been able.to receive the above tax credit since 19397 Mikdashi belleves
that the reasons might have been " (a2)= their (companies') reluctance to
seek a change in the fiscal terms of concessions lest this might rendsr their
contracts subject to ‘unwelcomé' changes introduced by host governments, (b)
their uncertainty as to their full eligibilty for income tax credit in the
USA, and (c) the absence of income tax-legislation in host countries...."47
Alfﬁohgﬁ these factors have their practical importance, one may argue
that one reason for change in the profit sharing system was the change of
the structure of the market toward the effective competition, Looking at

the time when the Gulf of Mexico plus system was abandoned, under pfessure

of market forces and the US government control of prices, in 1948<9 and the
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time of introduction of 50-50 profit sharing (1948), one may deduce the
existence of a relationship between these changes in the oil industry.»Taking
into account that the 0il companies would consider a long-run profit maxi-
mization, the 50-50 profit sharing system may have been considered as the
most favourable profit sharing system in which the changes of prices under
competition can be passed on to the producing countries. Therefore, having
anticipated the coming competition and falling of oil prices, the major oil
companies secured their profit margine through the profit sharing system in
which the price of crude oil pald to the producing nations ' could bs changed
accordingly. In this respect, producing countries complained, several times,
about the companies unilateral decision of changing posted pricesde. Also,
during the early 1950's, a discount rate of 15 to 25 percent of posted prices
for the éxpansion of exports was a common practice by oil exporting countriss,
jranpermitted volume discounts of S5 to 10 percent off paosted prices for a

few years beyond ths other until:196049. These examples show that the oil
companies have weli been able to pass on the falling of prices to the oil
producing natiéns during the 1950's and early 60's when an effective competi-
tion came‘to exist,

Only during the 1970's, producing countries, along with the change in
the structure of oil industry which was also enforced by a few psycholaogical
faEtors such as wafning about the world energy shortage in futureso, have
énjoyed a high price for their oil resources. In 1973-4, OPEC changed the
posted prices on unilateral decision and raised the prices from $2.48 per
parrel in 1972 to £11.65 in 1974 which has, more or less, remained unchangedsz
since the posted prices have no felation to its cost of production, the main
criterion usedby OPEC to set the prices has been the 'tolerance of consumers!

as Monroe and Mabro have put 1t52

« However, it does not mean that the rise
of posted prices may be against the interest of oil companies, on the cont-

rary, as far as the oll companies are able to maintain their profit margin,
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the rises of prices:will benefit them as well as producing nations, Since
0il products enjoy a low price elasticity, in the short-run, a sharp increase

in prices can be largely passed on to consumers,

8-1=3 01l Exports and 0il Control

As in the case of price dstermination, up to 1972, Iran, as with other
0il producing countries, was not able to determine ths quantity of its oil
exports, However, one thing is ﬁertain, the Iranian government has always
been trying to encourage the 0il companies to increase its oil exports and
there is no oneisingle case which shows the opposite intention.

Ddring the early development of the oil industry, at the time when Iran
was a share holder of APOC, the Iranian government complained about the APOC's
investment policy which allocated a large share of capital to exploration
and development of oil fields in neighbouring countries while Iran's oil
fields still needed to be developedss. The APOC's investment policy should
not be regarded on the basis of the prorationing program or the cost differen-
tial, but, the reason was that, in this way, the APOC could reduce its depen-

dence on Iranian oil production and the political risk of being involved in

one country only,

During the 1933-50 period, the tax concession for the excess of 6 mill-
ions tons per year shows that the government encouraged the oil exports,
Similarly, during 1954-60 and even up to 1968, the -Iranian government used
a discount off posted prices in order to raise its oil exportg. It is only
since 1960 and particularly 1968 that OPEC has been able to cease the price
competition among its members and has abolished the discount for encouraging
oil exports.

Although OPEC has successed in ending the price competition, it has‘

not been able to control the quantity of exports, In the eatly 1960's, Vene-
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zuala which suffers from a higher cost of production, proposed a prorationing
of production in order to raise the posted prices. This proposal was neither
accepted nor rejectedsa. Apart from its practical problem of finding a for-
mula for determination of the share of each exporting country in the world
export market, it could have reduced the total revenue received by each :
country. Since the raising of total revenue was the government's target, the
Iranian government in particular could not accept any prorationing scheme
which might have resulted in the decline of its revenue. for a similar reason
(that is, raising of the total revenue) and also by not being able to mani-
pulate posted prices, the Iranian government granted the discount off the
prices as much as the rising of exports could increase its total revenus.
However, evidence shows that government pressure on the o0il companies
to raise the oil export had little effect. The major oil companies were able
to control the growth of oil production according to the predicted changes
in the industry supply/demand conditions, and to determins the share of
different producing nations. As J.M.Blair has shown, the actual annual growth
of oil production in Iran during 1958-72 was almost the same as that predicted
by the oil companiss for this periocd, that is ;round 12.5 psrcent annumss.
One reason for the fallure of fﬁe Iranian government®’s attempt is that since
other producing countries tried to increass their exports, the pressure on
the oil companies from different countries balanced each other out. In other
words, en increase in the oil production of ons country must have been off-
set by a decrease in the other which was not acceptable to any producing
nations, However, Iran, still enjoyed a higher rate of production during
the period 1958=72 than other producing countries due to ",., the ﬁesire of
US .government to build Iran as a bastion against Communist influanca...."56
During the 1970's, at a time when the oil prices have been determinea

unilaterally by OPEC, practically, the control of oil production and the

determination of the share of each producing nations in the total supply has
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still remained in hands of oil companies who have dominated the oil refinery
market, Except for a short period (when there was a price differential among
the producing countries and expected changes of prices), the share of pro<
ducing nation in the total export has remained, more or less, unchanged. Hou-
ever, due to the price effect, the total demand for oil decreased by 1975
and the rate of growth of production was negative. Although since 1975, the
rate of growth of production has been positive, it has been lower than pre-
vious decades, This may suggest a change in the pattern of demand for diffe-
rent sources of energy in which oil is losing its supriority as a cheap’source.
No matter what the prospect of the oil industry will Ee (this will be
discussed in the following section), the above explantion of the development
of the price system and the encouragement of 0il exports show that the
Iranian government has never had a long=term plen for the exploitation of
oil resources and that eil has not bsen considered an exhaustible resource.
The main determinants with regard to both oil prices and 611 exports have
been the structure of the international oill market and the pattern of demand,
The Iranian government has never made any attempt to limit the rate of
exploitation in order to conserve the resevoirs for future production, and
no long-run price protection of rate of discount for future revenue have
been used, The reason for this emphasis on the short-run target should be
sodéht in the political nature of the state rather than merely as an economic
need. In this way, the government has provided the middle classes with a high
consumption in order to attract their support,
Not having a long-run plan for the exploitation of oil resources, the
future revenue of the Iranian government will be determined by the possibls
changes in the structure of demand and price sytem rather than by a speci-

fied policy,
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8-1-4 Prospect of 0il Revenue

The development of the oil industry with regard to the above three
aspects, host-companies relationship, price determination and control of
exports may give an insight into the future of the oil industry in Iran,

Any possible progress in these three aspects would make possible the increasing
of oil revenue in the futurs.

As far as the host-companies relationship is cdncerned, one may specu=
late and say that the Iranian government may not be able to incréase its
revenue by taking over oﬁher aspects of the international oil industry,
refining and marketing. The oil companies from the begining of their inter-
national oil business have successfully tried to secﬁre a long-run supply
ofoil to consumer nations by seperating the production stage from the refining
procass.rApart from the economic advantage (creating more jobs and higher

incomes), having experienced an event such as the 1951-3 nationalization of

Iranian 0il industry, the oil companies moved their refineries to thé more
secure areas and particularly Western countries, While in 1947 with 37,1
Million tons oil consumption Western countries were able to supply only 30
percent of oil products from their refineries, by 1966 not only haQe they
been able to meet their domestic demand, but also, some of products have
been exported (table 8-5), Consequently, the oil companies, by limiting the
profit sharing to the production stage and moving thg refineries out of
producing nations, have been able to secure the refining and’marketing from
any parctical claim from the oil producing nations, Particuiarly in marketing,
the producing countries have had no success, Although Iran and Iraq could
have taken 12,5 hercent as their share of rdyalty in kind, practically, .
their shares have bsen marketed through oil companies. In the late 1960'sg,
Iraﬁ was able to export part of its share td Fast Europe on the bases of

barter trade, but it has never been successful in the Western markets. How-



OEEC's Consumption and Refinery Output of

Patroleum Products ,
Table (8-5) M{1lion Tons
1947 1950 1954 1966’ 19767
Consumption(1) 37,1 55,0 86,8 425.6 706.4
Productien (2) 10,9 36.8 88,7 481,0  1055,0
Ratio of 1/2 % 29.4 6649 102.2 113,0 149,3

Note- 1= 1966=76 includes Wastern Europe,
Sources OEEC, 0il, the Qutlook For Europs, Paris, 1956,PP, 11 ans 783 B.P.,

Statistical Review of the World 01l Industry, 1976,

World Primary Energy Consumption By Source (Percentags)

Table (8=6)

1913 1929 1937 1949 1954 1960 1966 1970 1973 1974 1978
Coal and Lignite 90 79 74 62 55 51 39,7 - 33.5 3061 30,6 30.4
Petroleum 16 20 26 31 33 37.9 42.6 45,8 44,7 44,6
Natural Gas 2 4 s " 10 12 14 16,2 17.8 17.8 18,0 17.6
Hydro-electricity 2 1 2 2 2 6e2% 6e1 ‘643 667 T4

and Nuclear

Source: Issawi and Yeganeh, The Economics of Middle Eastern 0il, 1962, P, 5, Table(1); B.P., Statistical Review
of the World 011 Industry 1976 and 1977,

i6v
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ever, under these restrictions, the problem is not the same as that of the-
production stage that is to say, thes question of legality, but it needs an
undertaking ' ' of substantial new investment in the field of o0il refining
and marketing. Since 1968, the NIOC has tried to develop its ouwn refinery
and marketing by taking part into new ventures with different consumer
cougtries or oil companies, but, except for two cases (Madres and Sassolburg
refineries), it has withdrawn from the down-stream activities. The main
réason has been the failure of the NIOC to guarantee a long-run supply of
crude oil to those refineries. The above shows that Iran may no longer be
able to increase its oil revenue, at a significant level, through taking
part in the down-stream activit19357.

As far as the second aspect of our analysis is concerned that is the
possible price changes, the case is not as clear as the first aspect. Al-
though o0il prices in the short run may be determined by toclerance of consumer:
nations, in the long run the o0il prices are determined by the pattern of
demand for different primary sources of energy and technological changes.
Looking at the demand for primary energy shows that during 1930-73, solid
fuels have rapidiy declined from 90 percent 16.1913 to 30.1 percent in 1973
(table 8-6), There ars tuwo maihrreasons for such a rapid replacement, First,
oil in particular has been a cheap energy; and secondly, it has a technolo-
giéél superiority which can be used as fuel for transport facilities. Since
19%3—4 when the oil prices increased by 400 percent, the gap between the
cost of oil to consumers and the cost of gasification and liquidfication
of coel and o0il shales has been narrowsd., Considering the technological
progress in this respect, one may speculate and say that possible increase*
in oil prices in a long run should be insignificant,

In the short run, both economic and political factors may affect'the

structure of price system end determination of oil output, As far as the
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economic factor is4concerned, the effect may appear in a form of a reduction
in the total demand for 0il and/or an increase in supply of oil from the
secured areas (Western Europe, Canada and the USA). The experience of 1973-
75 shows that despite of low price elasticity of demand, in the case of a
sharp {ncrease in oil prices, in the short run, consumer countries are able
to reduce, to some extent, their demand for oil, Also, the high price of oil
allowed the oil companies to raise oil production or to develop new oil
fields in the secured aregas which mostly suffer from the high cost of pro-
ductioﬁ. However, since thess effects are marginal, they may affect the
total revenus of the main producing natlons only to a limitedvaxtent. Further
more, since the total revenue may no longer be a fin&ﬁcialtarget for a coun-
try like Saudi Arabia, a slight decrease in the demand for oil may not force
main o0il producing countries to enter into a price competition and break
existing oligopolistic structure of the 0il market., Therefors, if the ﬁro-
ducing nation decides not to increase the oil price in the short run, the
reason will largely be'political rather than a demand/supply condition,

If‘we assume that there is a strong link between some of the govern~
ments of producing nations (like Saudi Arabia ;nd Iran) and Western countries,
due to the ideological, politiéal and economic common interests, this linkage
would limit the possible increase in the oil prices, at least, as far as the
moaérata members of OPEC are concerned. So called militant members may follow
Saudi Arabia and Iran, the largest oil producers, otherwiée, they may face
a loss in their total revenue due to the effect of price differential among
the producing countries, Thsrefore, even in the éhort TUn, one may not expect
a significant price increases in the oil market. At least, during 1975—78,
OPEC has not taised the o0il pricss.
| Having seen no significant changes in Iran-oil companies relationship
and the oil prices, the possible increase in the oil revenus will be depen-

dent on the growth of oil production, However, in the loﬁg run, demand for
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oil and thereby the growth of o0il output will be affected by the technolo-
gical progress in other source of energy, but, for each individual producer,
it also depends on its proved reserve of oil, It is anticipated that Iran
will only be able to produce at the existing level of production (around 6
Million barrels per day) until: 1985 and by 1995 will be out of the inter-
national market and will be able to produce only for its domestic marketse.
The above explanation indicates that no longer can we speak about oil
revenue growing at a significant rate and one may expect the oil revenus to

fade away from the Iranian sconomy in less than a decade if the prediction

is correct.

8-2 Effects of the 0il Sector on the Iranian
Economy

In the above section we have seen that the Iranian government has not
used any criterion for the exploitation of natural resources, which has re-
sulted in the over-depletion of oil resources. In the absence of a long-term
policy and due to the government's effort for increasing its share from the
0il revenue, the degree of dependency of the Iranian economy on the oil
sector has been growing, This growing dapendeﬁ;y has been created through
three different effects of the:oil sector on the economic development of Irang
First, a direct effect through forward and backward linkages; second, an in-

direct effect or fiscal effects; and third, the overall effects,

8-2=1 Direct Effects

Any investment, through its linkages or intersectoral transaction, can
induce new investment or stimulate the growth of production and amhloyment
in other sectors. The more integrated one sactor to the whole of the economy,
the higher will be the multiplier effects. These effects which spread
throughout the economy by the forward and backward linkages have relatively

insignificant effects in the case of investment in the oil sector. Despite
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the relatively high capital involved in this sector,'due to the nature of
the industry, the oil sector has entirely remained isolated from the rest
of the economy, This isolation is important in the demand-induced effects
while the supply-indqced influence has provided the economy with a low
cost oil and has induced new investment in the industrial sectors.

forward Linckaqes

From the early development of the oil iﬁdustry, oil refining expanded
largely for export purposes, util 1950; Abadan Refinery was one of the most
important and the largest refinéry in the Middle East which provided a large
range of products fdr éxport. Doﬁestic markets for oil products was almost
non-existent and the lack of road system linking the Persian Gulf to the
Centre and North of Iran made the development and cepturing of domestic
market very costly and difficult. The APOC had to export oil to the neigh=-
bouring countries (EEES and Pakistan) by the sea-link or roads and, then,

import-oil products from the western and eastern borders of the countrysg.

0

The North of Iran wés still provided with imported oil frﬁm Rus#iés
The gradual improvement of road systems has resulted in the lowering

of distribution costs and the expansion of théwdomastic market for oil pro-

ducts since 1950, The domestic demand for oll products and natural gas has

rapidly grown., By 1960, oil and natural gas accounted for 81 percent of the

totél demand for energy and in 1972 they accounted for 90 percent (table 8-7).

Apart from the expansion of final demand, the expansion of the industrial

sector was also an important factor for growing demand for dil products,

The share of the industrial sector and electricity in ths total demand

moved up from 27 percent in 1960 to 31 perceﬁt in 1969 énd 35 percent in

1974 (table 8-8). Although the industrial sector has benefited frohllow |

cost fuel, this should not be intirprted as an incentive for the expan-

sion of the industrial sector and the supply-induced influence of the oil
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Consumption of Primary Energy In Iran

Tabla (8~7)

(Percentaga)

1972' 19777 1982!

.1960 1962 1964 1966 1968 1969
Petroleum 63 66,3 70,0 71,7 74,9 74,5 72,9 63.5 61,6
Products
Natural Gas 18 16,7 15,7 15,8 13.8 13,6 17.4 2643 32,3
WoodiChercoal 11 9.7 7.2 (87 4,3 3.4 2,4 1,2 0,7
Animal Matter S 44 3,5 2.6 1,9 1,7 0,7 0,4 0,2
-|Coal 3 2.8 2,0 2,1 1.7 1.6 1417 1.4 0,9
Hydro-elec~ 0 065 16 241 I8 5,2 S5 7.2 4,3
tricity
.|Total 100.0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0

Noteg«Forcast.

Sources Plan and Budget Organization, Statistical Year Book, 1973 and 1976,

. b‘Ifan {P.réontnﬁ;i
Tabls (8-8)
1960 1965 1969 1974
Residential and 40 37 34 31
Commercial
Electricity 6 6 8 8
Industry 2 22 23 27
Government 1 2 2 2
Agriculture 1 -] 6 8
Road Transport 24 22 21 20
Aviation 2 3 3 2
Rail Uays - 2 1 1 1
011 Company Use 3 2 2 1
Total End-Use 100,0 100.0 100,0 100,0

Notesi=~ 1974 figures asre estimated,

Sources Fesharski,F.,Op,cit,, P, 251,
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sector, Howsver, the main reasons for éuch a raplid expansion of demand for
0il have been cheap prices (in particular), the rising of per capita iﬁcome
and the expansion of the industrial sector.

In order to meet the growing demand, Kerman-Shah Refinery was cons-.
tructed for the purpose of suppling the local market and was teksen over
by the NIOC after 1954 consortium, In 1968,‘tha Tehran Refimery and in 1973
Shiraz Refinery started their production for meeting the dometic demand,
Also, Abadan Refinery which has lost its importance in the export of oil
products has been as a 'balancing-refinery! for Iran's domestic products
requirement,

0f special importance among the supply-induced influences in the 1960's
and 70's has been the activity in the field of petro-chemicals, The low cost

of input has encouraged the government to allocate a large share of public
investment to petro-chemical industries., Thaese investments have been under-
taken in the form of Joint ventures with foreign investors and for export
purposes, Although fhe domestic market has also been considefed, the limited
size of the market makes the success of the prqjects dependent on the inter-
national market, Since they haye not reached the export level, their impor-
tance is not yet known, Howsever, by 50-50 partnership with foreign investors,
the government has tried to guarantee the success of projects by relying

on the know-how of tha foreign partners and their awarness of the interna~
tional market361.

Altogether, it can be argued that the supply-induced effect of oil
industry has been limited, even in the post-nationalization era., The nature
of industries induced by low cost inputs, mainly petrochemicals also limits
the existing linkage to the 0il industry and imports, Therefore, the effect

cannot bs spread throughout the economy by the ilntersectoral transaction.

However, thse cheap 0il has created an ‘oil-oriented' sector which is isolated
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from the rest of the economy,

Backward Linkanes

Considering that contrary to the manufacturing sector in which the
the backward linkages may become predominant, in extractive mineral and
particularly oil industry, the backward linkages are far more-insignificant
than its forward linkages. One may assume that the backward linkages are
almost non-existent, The very insignificant demand-induced influence of
the 0il sector or the 'oil-oriented industries', not only has been due
to the nature of the industry, but, also, ;n the case of Iran to some extent,
have been affected‘by government policies,

However, the demand of the oil sector for goods and services provided
by the national economy can be divided into ¢ First, demand for.capital
goods required for the expansion of industryj second, demand féf current
requirement of the oil industry; and third, demand for manpower for operating
and the expansion of the oil sector. |

As far as the first effect is concerned, it is clear that-the backward
linkages have been particularly weak., The oil industry is very capital inten-
sive and with the technological progress in thié field and raising of the
degree of automation, the degrée of capital intensity has been rising over
time, Naturally, an industrially backward economy like Iran has not been
ablé to provide the capital requirement of the oil sector, More importanty,
the government has made no attempt to encouage the o0il companies to produce
some parts of their capital needs in Iran., from the early development of
the oil sector, the oil companies have imported their capital requirement
free of custom duty. Taking into account the low degree of efficiency and
competitiveness of infant industries, the Oil companies would not have
“been induced to undertake the investment in capital goods industries with-

out necessary protection, This can bs regarded as a wrong policy commonly
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used by developing countries with regard to foreign capital, During 7 decades
of development of oil industry, apart from Ahvaz Pipe Mill constructed in
1968, the effect of oil industry demand for capital requirements has been
limited to the spill-over effect from the import machinery in so far as

the installation of the machimary has created the demand for domestic building
materials, resources and labour, Even in this respect, the AIOC imported the
building material like cement and other raw materials which wers also pro-
duced in Iranﬁz.

The second effect is the demand-induced influence of the oil industry's
current requirement which is far more important in so far as the impact of
the expasion of the o0il industry on the national economy is concerned, The
current requirement usually contains consumer goods which are utilized in
non-basic services for companies' employees such as in housing scheme, clubs
and stores of the companies. From the early development of the oil industry,
the Iranian government has been aware of the possiblity of raising the degree
of integration through the o0il industry's demand for the non-basic services.
in order to encourage the backward linkanes, the 1901 concesaion, in article
7, limited the free-duty imports of oil companies to those items 'necessary!
for the working of the concenssionj and consumer goods were subjacf‘to import
duties. In practice, the APOC always undermined article 7 and embarked on
abuses of its customary privilegesﬁs. Also, the 1933 concession spscified
the duty-free imports in more detail, Howsver, neither of the concessions
obliged the o0il companiss to purchass from the domestic market, nor the
companies' imports of consumers goods were subject to the import restriction,
although they were subject to custom duties. Since thers was no obligatlon
for the oil c0mpanies to purchase from the domestic market, the companies
would have resorted to the domestic maerket only if prices had been lower
than 15 the international markets., As one study shows, the overvaluation of

Rial during 1930's made it profitable for the AIOC to import consumer goods
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(including textiles, food, bevergases and so on)ed, in order to sell to its
employees, at less than prevailing local pricesﬁs. Therefore, a wrong exchange
policy and the foreign control of the economy, to some extent, explains the
rising of imports by the o0il company during 1936-9 and the failure of the

0il industry to integrate into the rest of economy,

In the 1954 o0il contract, the Iranian government has sought a closer
integration of the 0il sector with the indigenous economy. First, it spelled
out its policy in article 34(c) which specifies that in those cases whers -
quality, price and availiblity are equal, the Iranian oil industry should
meet its requirement from Iranian rather than foreign supplier, Second, the
non-basic services have been undertaken by the NIOC which has given the
government a flexibility in the application of its policyss.

However, in practice, as table (8-3) shows thera has been no consider—~
able improvement in the total purchase of o0il sector for its non-basic re-
quirement, Figures for the 1961-68 period remained, more or less, unchanged,
From the tdtal purchase, on averagae, only 11 percent!was domestically pro-
duced, wheh purchaéeé by sources are considered, on av;rage, the NIOC shouws
a slightly higher tendgncy toward domestic proaucts, that is, 14 precent of
its purchase compared to 10.4 ﬁercent for the consortium (table 8-9). But,
in neither case . a clearly tendency toward domestic products can be seen.
Thé.reasons for the low demand for the domestic products may be different
for the consortium and the NI1OC, Probably, the consortium would.sesk the
price differential in the international market, Also,>their close link to
their parents' countries would limit their purcbase ffom the dometic market,
Considering that most of consumer goods'ara produced‘domestically, the
NIOC as é government body should show concern about its expenditure policy,
But, the luxury fetishism which is one of the common‘charactristics of govern=-
mental companies and Ministries in Iran and,more impbrtantly, the availibility

of foreign exchange and the priority given to the government's bodies may



Value of Purchases by OilACeqpunioslf1961-68

Table (8-9) Million Rials
Internal Purchases
Domestic Products Imoprted Products Foreign Purchases Total Ratio
Year Njoc Congertium .:. NIOC Consortium . NIOC Consortium NLOC Consgrtium 1/3p?;7§"f:f§/2+4
1961 57 535 33 72 439 3640 531 4247
1962 92 485 36 37 361 3558 489 4080
1963 95 438 60 102 357 2450 512 2990
1964 106 420 48 2051 412 3029 566 5500
1965 148 493 57 1411 464 7527 669 9431
1966 107 507 61 1378 736 1883 904 3768
1967 153 538 69 2344 998 1983 1220 4865
1968 188 693 108 1758 877 1860 1173 4311

14,0 10,4 11,0

Source: National Iranian 0il Compeny, Commercial Saction, Annual Report, 1968, PP, 78-79,

<08
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have reduced the demand for domestic products which may not be of high
quality or at competitive prices. The above pattern of demand indicates
that with the very low and stagnant demand for domestic products the oil
sector will remain isclated from the indigeous economy,

The third demand—induced'thluancqcomes from the oil industry's needs
of manpowsr, The capital intensive nature of this sector, not only has limited
the number of employees of the oil sector relative to capital involved, but
the raising of degree of automation at “the international level has resulted
in gradual replacement of labour by capital,

In the pre—ﬁationization era when the construction of Iranian oil indus-
try was under way, needs for the infrastructural investment and development
and.instalation of machinery created a relatively significant growth in the
number of oil industry's employees, The level of employment moved up from
17783 persons in 1939 to 67884 in 1951 (table 8-10). Although around 80 per-
cent of the total employment in the oil ssctor were Iranian, the opportunity
for Iranians in senior managerial jobs was very small, According to ILO figures,
only 9 percent of Iranian employegs were among salafied—staffs, the rest Qere
wage earners, Among the salaried-employees, the number of 'graded'(high-ran-
king) Iranian was about one third of the British staff, There were’no Iran-
ians assigned to top Mangerial positions within the company67. with the above
hierarchy in the oil sector, with the total control of top managrial jobs.
by the British, and masses of unskilled Iranian workers at the bottom, the
level of employment in the oil sector was very sensitive to the AIOC general
policy with regard to the profit maximization policy for its diffarent‘affi-A
liates and the investment-security consideration., Since, up to 1951, the
control of the AIOC remained in the hands of the British, the pressure of thé
Iranian government on the AIOC was almost ineffective, Although the Iranian
government in the 1933 contract emphasised on raising the number of Iranian

employees in the oil sector, it did not determine any specific ratio between
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1939=51
Table (8-10) Persons
Year Iranian Non=-Iranian Not Specified Total
1939 15060 2723 - 17783
% (84,7) (15,3) (100.0)
1945 21781 -'4038 12143 37954
% (57.4) (10,6) (32.0) (100,0)
1949 32011 4477 16410 52898
% (60,5) (8,5) (31.0) (100,0)
1951 50662 427 12951 67884
% (74.6) (6.3) (19.1) (100,0)

Source: Amuzegar and Fekrat, Op.cit., P. 27; Fesharski,F.,0p.clit.,P.22,

Employment in the Iranien 04l Industry and

Productivity for Selected Years

Table (8-11)

Persoﬁs
Year Produce Mannual
tivity Staff Labour Contrac- Total
Cubs Meter Irsnian Foreign Total tors
1955 - 6867 85 6952 48222 78 55252
€ (12.4) (0.2) (87.3) ~ (0.1) (100,0)
1958 770 8139 693 8832 48477 4724 62033
¢ (13.1) (1.1) (7862) - (746) (100,0)
1960 1050 8544 . 8238 9382 45646 3206 58234
3 (14.7)  (1.4) (78.4)  ~ (5.5) (100.0)
1964 2300 " 9889 474 10363 31613 727 42703
4 (23.2) (1.1) (74.0) - (1,7) (100,0)
1967 3570 11071 - 454 11525 29642 1052 42219
4 (26,2)  (1.1) (70.2) (2.5) (100,0)
1972 7200 14228 462 14690 25632 507 40829
4 (34,9)  (1.1) (62.8) (1.2) (100.0) |
N976 5720 22437 1285 23592 36458 ] 60150
< (37.3)  (2.1) (60,.6) (100,0)

Sourcet Plan and Budget Organization, Statistical Yesr Book, 1967 and 1976,
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Iranian and foreign employees or a minimum number of Iranian employees in
the oil sector. The lack of government policy and the British control of
the AIOC resulted in a weak backward linkage between the oll sector and
the rest of economy, The oil sector accounted for less than one percent
of the total labour force in 1949.

However, the post-natioﬁalization era shows a different picture both
with regard to the aggregate employment in the o0il sector and the share of
Iranian emplyees in the total labour forcse in fhe oil sector. The number
of employees declined from 67 thousand in 1951 to around 41 thousand in 1972
(table 8-11). The share of Iranian employees moved up from 80 percent in
1949 to 96 percent in 1972, There are two main reasons for the above changes.
First, the consortium policy with regard to the efficiency of the Iranian
0il industry and secondj the establishment of NIOC during éhe nationaliza-
tion dispute which has undertaken some of the activifies in the oil sector,

The deeline in the oil industry's employment during 1957-72 was due
to the delibrate poiicy of the consortiqm to reduce the excess staff and
labour on their payroll, The main reason put fgrward by the consortium was
that the labour costs were toorhigh in the producing and refining operatibn
which weakened its international competitiveness in the éil industry, During
this period, the consortium reduced its employees by 60 percent from 44,410
to i7,827; and by increasing the degree of automation, it raised the labour
productivity from 0.77 thoussnd cubic meters in 1958 to 7.20 in 1972 (tables 8=11
8-12), Altough the automation and the growing demand for crude oil, which
caused the existing excess capacity to be utilized, has reduced the cost of
production per basrrel, it is not clear whether the cost of labour had a sig=
nificant effect on the total cost of oil per barrel'because the labour cost
has been relatively low, that is, in 1959 it abcounted for 13 ﬁercent of the

total value added. Although the labour cost has been declining (to less than
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8 percent in 1965 and 4,5 percent in 1971), the reason largely Has been the
rising of output due to the utilization of excess capacity of capital rether
than therreduction of labour costs, However, the gradual lay off of workers
mostly hit the operational workers at a rate of 62 percent (table 8-12) and
refinery workers at a rate of 58 percent, In the latter case (Abadan Refinery),
the lay-off was due to the partial shut down of the refinery and not because
of the sxistence of excess employees. Considering that the AIOC, in the year
before nationalization employed 73930 persons, 40,500 of them working in re-
fineries and the fact the AIOC constructed a new refinery in Aden, during
the nationalization dispute, in order to replace Abadan Refinery, one may
speculate and say that the partial shut down of the refinery was part of
the AIOC and other o0il companies' general policies to move their refineries
from the recognized risky areas, Another important factor was the foreign
ounership of capital which looks for higher profitibility through raising
the degree of automation. Foreign capital in the o0il sector has not been
concerned with the social benefit of the investment and if Iran has received
any social benefit, it should not be considered as a part of specified policy.
Thé above shows that the la;k of government control on the choice of techiqgue
in the oil sector, probably,lhég reduced the backward effects of tge cﬁnsor-
tium investment in the.oil séctor.

Contrary to the consﬁrtium, the NIOC has incfeased its contribution
to the total employed labour force in the oil sector from 35 percent in 1958
to 70 percent in 1972, The NIOC has been able, to soma extent, to compensate
the drastic lay-off of workers by the consortium through increasing its acti-
vities from the non-basic to distribution and refining. The number of employess
of the NIOC increased from 20 thousand in 1958 to around 27 thousend in 1972,
In 1973, the whole control of tha oil industry was tranferred to the NIOC
and the number of employees had increased to 60,000 by 1976, The increase

had occured across the board and covered all activities of the NIOC including
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- Employment in the 011 Consertium
for Selected Years

Table (8-12)

. Persons
Year 011 Fiald Refinery Head Total
Operation (Abadan) Office
1958 19200 24919 291 44410
| (43.2) (56.1) {0.7)  (100.0)
1960 17524 . 17988 o an 35924
(48.8) (50,0) (1.2) (100,0)
1964 11925 18128 - 65% 30708
(38.9) (59.0) (2.1) (100,0)
1968 i 9040 13392 784 23216
1972 6952 9923 952 17827
(39.0) (55.7) (5.3) (100,0)

Source: Iranian 01l Operating COnp-nios, Annusl Report, 1963 and 19673
Plen Organization, Statistical Year Book, 1972,

Contribution of Oil Revenus in the Budget
1937-49

Table (8-13) Million Riels
1937 1942 - 1945 1946 1947 1948 1949

011 Revenus 206 347 512 677 677 7 901
€ (12,5) (12.6) (11.6) (12.4) (12.2) (12,7) (11.6)

Custom Dutles 442 307 457 1205 . 1312 1911 1679
. % (26.9) (11.2) (10.3) (22.0) (23.6) (31.4) (21.6)
Other Revenues 986 2090 3443 3582 3570 3407 5205

£ (60.6) (76.2) (78.1) (65.6) (64.2) (55.9) (66.8)

Total 1644 2744 4412  S464 5559 6089 7785
% (100,0) (100,0) (100.0) (100.0) (100.0) (100.0) (100.0)

Bources United Nations, Public Finance Information PspersjIran, PP,31-33,
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operational stage, distribution, petro-chemicals and so on,

However, the above shows that.jue to the cohsortium'spolicy the share of
the oil sector in the total employment has reduced froﬁ about one perceht
in 19&9'to 0.5 percent in 1973 that is around 2,1 percent of the total
industriel labour.

The total effects of the demand —induced influence (intersectoral
transaction and emplo&mént) explain why the oil sector has made insignificant
contributions to the development of the industrial sector in Iran. Taking
into account the forward linkages.which have'created an infant oil-oriented
sector with weak backward linkages, one may clearly see the reasons for the
isolation of the oil sector from the 1ﬁdigenous economy, Basically, techno-
logical requirements of the oll industry and its affiliates are far shead
of the industrial development of the Iranian. ecénomy. But, also, to some extent,
the lack of government control on the forsign capital involved in the oil
sector, the availibility of foreign exchange and luxury fetishism have weak=-

ened the possible linkages.

Be?2=2 Indirect Effects

The most ihportant effe?t of o0il sector is its indirect effect through
its contribution to the government revenue and foreign exchange earnings, Up
to'igéo, the share of the Iranian government from the total export was not more
thgﬁ'ten percent, The very low share of the oil revenus limited its effect
on the government budget, However, up to 1927, public finance in the modern
form did not exist and even until 1937 there was no data available for the
soﬁrces of government revenue, During 1937-48, the share of oil revenue in
the total gevernment revenue was around 12.5'percent which later slightly
declined to 11.6 percent in 1949 (table 8-13). Howsver, on the one hand, the
reél effect of the oil revenue on the budget may have been underestimated,

Around 25 percent of the government revenus came from the custom duties,
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Taking into account that the oil revenue accounted for 66 percent of the
foreign exchange earnings in the same periodsa, it is clear that the govern-
ment revenue from custom duties was due to the availability of foreign exchange
through the oil export. On the other hand, if we make a distinction between
the effects of oil revenus accrued to the Iranian government, and the effects
of the oil sector, the latter effect is lower due to the imports policy of
the AIOC.

First, a large share of imports during this period' belonged to the AIOC,
On average, up to 1950, the AIOC imports accounted for more than 20 percent,
and for most of years they were more than 30 percent, In soms years like 1938-
39, the AIOC imports exceeded that of the rest of the economysg. That part
of AIOC'S imports which was sold to its employees and domestic purchases were
avoided70, should be considered as a loss and waste of foreign exchange.
Second, since a major part of the AIOC imports were duty-free, which accounted
for 97 percent of the total exempted imports, the loss of custom revenus due
to the exemption was considerable. Assuming, an average rate of duties for
the 1928-51, the loss was as high as 5805 Million Rls, which was about S0
percent of the total oil revenue acrrued to th; Iranian government during
this period71. This consi&eration may be important.if it is recognized that
the multiplier effect of the investment in the oil sector has been remarkably
limited and the rate of return to capital for. the foreign capital involved
in this sector was significantly high, the duty exemption was an unnecessary
incentive for investment in the oil sector, If a nominal rats of tariff had
been imposed on the AIOC imports, not only could it have provided the govern-
ment with an extra custom revenue, as we have mentioned earlier, it would
have also created an incentive for the AIOC to meet its demand from domestic
products and develop those industries for which domestic raw materials and
manpower werse available. This explanation may show the extent to which a

wrong government policy can reduce the direct end indirect effects of tha
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oil sector.

with the raising of the cil revenue in the post-nationalization era,
the share of o0il revenue in the budget increased to 45 percent and remained
more or less unchanged until 1972, The sharp increase in the oil prices
during 1973-4 rose the share of o0il revenue up to 86,4 percent of the govern-
ment revenue in 1974 and since then its share has been declining (76,2 per-
cent in 1976) due to the very slow growth of oil revenue (table 8-14), How=
ever, if the government revenue from the domestic sale and income tax on
profit of the NIOC are als& included, the total effect of oil revenus on
the budget is stiil higher, Also, as we have seen in chapter 6, during 1973~
76, an extraordinary foreign exchange availability to the Central Bank caused
an extra and significant contribution to the direct taxation by the Central
Bank which should be considered as a consequence of oil revenue increasss,
although it may be short-lasting. |

Considering the impact of oil revenue on the foreign exchange earning,
the effects are far more important. During 1960-72, around 75 percent of for-
eign exchange earnings were originated in the oil seﬁtor. The percentage was
increased to 89 percent in 1974 and then decliﬁed to 84 percent in 1976 (table
8-15), The declining trend of £He share of o0il revenue in the total foreign
exchange earnings and the budget will continue in the future, dus to the-
very slow growth of oil revenue.

The high contribution of the o0il sector to the budget and the foreipn
exchange earnings has caused the rapid expansion of the public sector. Since’
the oil revenue has been totally under the control of the government, it has
granted the state a relative autonomy in its policy of industrialization,
The effects of the oil revenus can obviously be seen throughout government
policies with :egard to fiscal, investment, credit, employment, and distri-
bution of incohe. We have examined the effects of the government policies

on the economic developement of Iran in the various chapters, here we only
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Contribution of 0il1 Revenus ta thes Governsmsnt

Revebus Durin 959=76

8illion Rials

1972

3 1959 1963 1966 1970 1973 1974 1975 1976
011 R.v.nu-1 19.4 277 47.4 83,8 178,2 3113 1205,2 1246,8 1329.0 .
4 (45.6) (45.6) (47.8) . (48,9) (50.0) (67.0) (86.4) (78.8) (76.2)
Government 42,5 60,7 99,2 171.4 302.1 464,.8 1394,4 1582.1 1743.9
Reverwe
Note:t 1~ Percentags shars in the total government revenue,
Source: BMI, Annual Report, 1965-76,
foreign Exchange Receipts by Source for
Selected Years
Table (B8=15) Percentage
1954 1957 1960 1965 1970 1973 1974 1975 1976
Receipts from the 24,4 67,4 68,0 74.3 75,0 81.4 89.2 86.8 84.6
0il Sector
G!S - - - - 0.6 1.4 0.7 0.9 OQB
Export of Goods 67.2 25.9 20,0 16.2 15.0 8.8 2.7 2,0 1.9
Services 11,9 6.7 12,0 9,5 - 9.6 B4 Te4 10,3 12,7
Total Current 141.2 379.7 528.1 8173 1690,1 6232,0 20922.0 21972,0 24404.0
Receipts (100,0) (100,0) (100,0) (100.,0) (100,0) (100.0) (100.0) (100,0) (100,0)

Notes1- Value in Million Dollars,
Source: Amuzegar and Fekrat, Op.cit., PP, 34=53 8MI, Annual Report, 1970-76,
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look at tha effects of oil revenue on the government decision making and the

choice of policies.

8-3 Overall Effects of the 0il Sector

During the ssven decades of the development of the oil industry in Iran,
whenever the government has been under financial pressure or foreign exhcangs
shortage, the 0il sector has been the first to be resorted to. An over-empha-
sis on the raising of the govermmsnt revenus through the oil sector, on the
one hand, has resulted in the rapid depletion of oil resources, on the other
hand.and more vital, it has resulted in ignoring the traditional channels
of bridging the financial and foreign exchangs gaps., In this way, the high
share of ths o0il sector relative to the small industrial base of the economy,
first, has stimulated a higher pattern of consumption above the supply capa-
city of the agricultural sector and industrial sectors, Second, it has cheap-
‘ ened capital relative to labour,.and has induced capital intensive techniques
mainly in the industrial sector.

As far as the pattern of conéumption is concerned, the o0il revenue has
given a peculiarity to the Iranian society. CoAérary to ths non-o0il develop-
ing countries, the state does not rely on the productive sectors for its
revenue and foreign sxchange needs, but it is the main distributor of income
in the country., This has made the pattern of consumption, and thersby the
pattern of production, almost subject to the pattern of public consumption or
distribution of incoma by the state. First, the oil revenus has resulted in
the expansion of the public sector, Second, it has rapidly increased the rate
of payment in the public employment which in turn has affected wags levels
and differentials in the whole economy (see also chapter 2), Third, the tax
reduction, credit policy and similar measures have affected the distribution
of income, upwards, In this way, those who are away from the stream of govern-

ment expenditure, in particular peasant and industrial rural employment, a
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large fraction of urban industrial workers; and small scale activities have
received the least of the oil revenue, while those who are mostly dependent

on the state including full time employees of public administration and enter-
prises, the intellectual, professional, business commuity and top industrial-
ists have benefited the most from thes 0il revenue. With the growing income

gap between the former and the latter groups ( which has been termed 'clientale)
the pattsrn of consumption has rapidly switched toward modern products mainly
consumer durable goods( radios, TV's, Refregeritors, cookers, cars,etc) and
modern services in the heart of traditional soceity72. This consumption
pattern of clientale determines the pattern of production in the modern indus-
trial sector,

Second, the oil sector has affected the changes in the pattern of pro-
duction, Although the process of economic development is accompanied by a
declining share of the agricultural sector in the total output, the process
has been accelerated in the case of Iran due to the effect of ths oil sector,
First, while the 0il sector has accelerated the relative changes in the factor
proportion, the low profitibility, tenure system and technological rigidity
has retarded the necessary progress in the metgﬁd of production and rising
of output, Second, contrary to most of the developing countries, the o0il re-
venue has induced the process by granting the government enough source of
reveﬁue and foreign exchangs to finance its expenditure and 1ﬁports and to
ignore its efforts in the traditional sector.

Similarly, by ignoring the traditional small scale industries, in par-
ticulaer.carpet industries, Iran has gradually lost its most important non-oil
exports, Also, by supporting the large scale industries through its fiscal
and credit policies, the governﬁent has encouraged the capital intensive tech-
niques and undermined the employment creation. The pattern of industrial pro-
duction has been largely affected by the taste of 'clientale'. Therefore, it

is not surprising that the private sector has concentrated on the production
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of consumer durablégoods and luxury products,

Taking into account that most of the industries are in the assembling
stage, the enormous foreign exchange earnings available through the o0il exports
has made the expansion of industries possible. In other words, contrary to
non-oil developing countries, the development of manufacturing sector has not
been hampered by the foreign exchange constraints, It has created a strong
linkage bstween the domestic production and the importation of intermediate
goods which should be considered as a 'dependency' of the economy on foreign
imports in the long-run rather than a high degree eof 'opennes' of the economy,
It should be realized that there is a significant and vital difference between
a high import ratio for mature economies like Britain and Japan, and a develop-
ing country like Iran, While the imports in the former countries are mainly
financed through their ability of commodity and service esxports, the imports
in the latter has been financed through a short-life natural rescurces. Al=
though a high impaort ratio may not have an important impliction for the pre-
sent time when Iran is able to finance its necessary imports, it should be
considered a vital indicator for the prospect of the Iranian manufacturing
sector in the future, If, by the time of termi;ation of the oil revenue, the
Iranian economy is not able tovsubstitute most of its intermediate :imported
inputs, Iran may' not be able to finance the necessary imports through its non-
oil.exports. In this respect, the foreign exchange constraint not only would
cease the expansion of manufacturing sector, but.also, it would hamper the
production of the existing manufactures. The problem is far too serious, when
it is understood that the non-oil commodity exports accounted for only 4 per-
cnet of the total imports in 1976.

- While the 6il revenue has been the main cause of the rapid expansion of

the public sector and the state autonomy, it has also created problems with

regard to government revenue and foreign exchange for the future. Since the
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national economy is largely dependent on the state's expenditures, the govern-
ment may not be able to reduce its expenditure without creating economic, so-
cial and political problems in the time of revenue constraint, Assuming the
rigidity of the government expenditure downwards, the government has to raise
the necessary funds from sources other than the oil sector to fill the widen-
ing gap in the budget. As has been explained in chapter 6, taking into account
the political considerations and administrative inefficiency in the tax collec-
tion (due to the availability of oil revenue, the tax system has not fully
developed), the Iranian tax system may not bes flexible enough to raise the
necessary revenus, This is largely a political problem with regard to the
nature of the state, rather than an income-elasticity consideration of the

tax system, Under these conditions, the Iranian government may resort to defi-
cit financing (mainly printing money). But, the extent to which deficit financing
can be used,.will be limited to the availability of foreign exchange earnings
if inflationary pressure is to be avoided (see chapter 7).,

The main problem which the government will be confronted with, in the
absence of the 60il revenue, is the foreign exchange constraint, The Iranian
economy has rapidly grown up with the enormou;“contribution of oil revenue,
which has resulted {in the expeaﬁion of tha base of the economy with regard
to the agrregate demand. This demand has been met either through direct imports
of goods or through the expansion of substituting industries which in turn
has resulted in the higher degree of depednecy to import., In é6ther words, on
the one hand, the Iranian economy may not be able, as it has not been so far,
to reduce its imports by the expansion of substituting industries and thereby
save the necessary foreign exchangs. On the.other hand, in the absence of the
oil revenue, the non-oil exports not only will not be sufficient to maintéin
the existing import ratio, but as is very likely, not even able to finance
the imports of necessary agricultural products. Particularly, the structure

of exports shows that the possibility of the expansion of‘the export base is
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small and it is limited by the structural rigidity. Iranian exports are still
dependent on the traditional exports such as carpets (17.3 %), cotton (19.6 %),
fruits (i2.6 %), animal skins and leather (5.8 %) and so on, which accounted
for 65.4 percent of non-oil exports in 1976. Industrial products such as wash-
ing pouwder and soap (3.7 %), Glycerine and chemicals (6.1 %), shoss (1.1 %),
ready-made clothes, knitwear and textiles (5.1 %), road motore vehicles (4.7 %)
( mainly exported to Eastern Europe on barter trade agreements) and others, in
total accounted for 32.6 percent (table 8-16). The above structure clearly
shpws the existing limitation on the expansion of exports, that is, the small
base of the traditional sector relative to the economy as a whole, the rigidity
of the method of production (see chapter 3 and 4) énd thereby the slow rate
of grouwth,

Also, the expected foreign exchange earnings from the exports of gas
and minsrals are not sufficient to fill the gap of the import bill. In 1976,
gas and minerals accouted for only 0,7 percent of the total foreign exchange
earmings, According to the Plan Oragnization, the gas revenue will reach 281,2

73wh:lch is about 20 percent of the oil revenue in 1974,

Billion Rials by 1992
At the existing rate of growth, unless unexpected increase in demand and

prices of minerals and gas qccbfs, the Iranian government will be faced with

a serious problem in the future. As a consequence of the foreign exchangs
constraint, if deficit financing is taken by the government, the creation of
inflationary pressure will be inevitable., Therefore, it may an economic dilemma
for the government., Either the government has to reduce its expenditure by

a lsrge percentage, a policy not acceptable to the existing ruling classes

due to its political consequence, which would result into a deep recession,

or it lets the market mechanism lead the economy to hyper~inflatien and a

large deficit in balance of payments and thereby an economic bankrupcy. In
either case, the solution may not be merely an economic ons, It is the socio-

political factors which may play the major role in preparing the ground for

an economic policy.
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Paercentage
1959 1970 1976
1+ Traditional and . 95,7 74,5 65.4
Agricultural Exports:
Handekfhitted Carptes 19,8 19.4 17.3
Catton 23.6 20,4 19.6
Fresh and Dried Fruits 17,2 12,4 12.6
Skin snd Leather 7.1 £5.2 5.8
Yool and Soft tool 8,7 - -
Cavair 1.9 148 061
C.tings 1.5 1.5 2.’
Cumin Sseds 307 ‘ 1.0 11
- Gum Tragacanth 3¢5 1.4 0.6
‘ Others Be7 1963 6.2
2= Mineral and Metal Ores o o Te4 2,0
3= Industrial Products: 0.6 1844 32,6
Detsrgents and Soap - - 3.0 3.7
Glycerine and Chemicals = 3.8 61
Shoss - 20‘ 1.1
Ghes and Shortening - 0.9 -
Ready-made Cloths mnd
textiles 0.2 Se2 Se1
Cement and Mosaic 0.4 1.1 0,5
Road Motor Vehicles - 0.6 4,7
Others - 1.4 11.4
14243 T5tal 102,7 277.9 517.7
o 100,0 100,0

100.0

Note: 1= Value in Million Dollars.
Sources BMI, Annual Report, 1970, 1973 and 1976,
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Conclusion

The daevelopment of the oil industry in Iran, from the early years,
shows that the political ability of the government to bargain against the
oil companies, the structure of international oil markets and international
politics have been the main determinants of the share of 0il revenus accruing
to the Iranian government, By the rising of the national bourgeoisie during
1920's and 30's and changes of international politics after UWorld War II, ths
Iranian government has gradually succeeded in its attempts sgainst the oil
compenies, Also by the gradual changes in the structure of ths oil markets
from the oligopoly of buyers to the dominance of an oligopoly of sellers,
the bargaining power shifted in favour of 0il exporting coungrios by 1970,
In this way, ths price system came under the control of OPEC, and as & con-
sequence, 0il prices ross by 400 percent in 1973-4 which causid a propore
tional increase in the government revenus,

However, despite the existing oligopolistic structure of the oil mar=
kets and the low price elasticity of oil, in ths short run, s significant
price incrassse such as 1973-4 can no longer bs expected in the future, This
would be so because the oil prices, in the short run, are dotorhinod by the
tolerance of consumers which is largely subject to political factors rather
than economic consideration of supply and demand, Taking into account the
mutual interests of tha Iranian state (and Saudi—Arabia‘) and the Wastern
countries and the USA, a sherp increase in oil prices will be very unlikely,
Assuming a stable oil prices, the oil revenus of the Iranian government in
the future will be dependent on the capacity of oil exports, The very high
rate of depletion during 7 decades of development of the oil industry, oil
resources have been almost exhausted and it may no last for much lenger,
According to a prediction, Iran will run out of oill exports by the mid 1980s,

Therefors, one may safely assume that the oil revenus will tail off from the
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Iranian sconomy before 1990,

The analysis of the growth of 0il revenue shows that the Iranian
government has never had a long term plan for the exploitation of oil
resources, Thes resources have been considered as non-exhaustable and with
zero valus in the future, The government aim has been the maximum revenus
in the short run rather than maximum utillzetion of oil resources in the
long run, There has been no quantitive targst with regard to government
revenus from oil resources, The only limitation on oil exporis hes been the
international demend constraints. The main reason for the emphasis on the
short run objective should be sought in the political nature bf the state
rather than mersly an sconomic need.

However, the oll sector has contributed to the development of the
Iranian economy both through its direct and indirect effects., Whils the
former has been extremely low due to the enclave nature of the oil industry,
the latter has played the major role in the changing the pattern of demand,
distribution of incoms and the structure of the prodcution, These effacts
have eppeared in the form of the state sutonomy, Teking into account the
political structure of the Iranian society,“the autonomy has resulted in
en irrationality with regard to economic policies. By expanding its sxpendi-
ture, both in the form of unproductive spendings for political prestige
end investment in the large capital intensive industries, the government
has expanded the domestic demand, particularly in the case of the clientala,
far above the production capacity of the sconomy in the long run, Also, by
emphasising the development of consumer dursble industries, on one hand, the
degree of dependency to 1mporf of intermediate goods has risen, on the other
hand, the traditfonal export sectors both agricultural and industrial, have
been undermined, While this structure of production has risen the need for

foreign exchange, the non-oil exports will not be able to fill the imports
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bill in the future, By the time of termination of oil revenus, the govern-
ment will be confronted with a serious foreign exchange constraints, Since
it is not able to reduce its expenditure, s serious economic problem will

appear in the Iranian economy,
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_Appendix A

0il Contracts of 13801, 933 and 1954

The 1901 0il Contract

The 1901 oil concession may be dived into two parts; a)= the privilege
granted to the 0il companies and b)- what the government of Iran could re-
celve in return:5
a) The privilege granted under the D'Arcy concession:

1= The 1901 concsssion provided a 60 year exclusive right to, " search for,
obtain, exploit, develop, render suitﬁble for trade, carry away and ssll
naturel gas, petroleum, esphalt, and orckerits" throughout the whole of the
empire, e*cspt the five northern provinces, that is, covering around 500,000
square miles. The concession also included the right to lay pipelines to the
Persian Gulf,
2~ The companies were exempted from all land taxes and import duties.
3= The concessionaire could form one’or more companies to operate the
concession, all receiving ths same priviieges.
4~ The Persian government was obliged to protect the physical assets and
personnel of the companies, but the companies wers not entitled to any com-
pensation if any damage occured.
b).In return the Persian government was entitled to receive:
* 1- £20,000 in cash and £20,000 in the stock of the companies within a
month of‘their formation,
2- 16 percent of all the companies net profit per annum as royalty payments,

3~ A fixed sum of 2,000 Tomans (£1800) per year in lieu of taxes.,

The 1933 011 Contract

The major points in the 1933 oil concession vere as follows:7

a)—‘Although the period of the concession was to be 60 ysers, it was divided

into two 30 ysar  periods in which the payments of roylties and taxes fot the



522 °

second period could be negotiated.

b)

c)

d)

f)

g)

h)

1)

The 1933 o0il concession reduced the area undsr exploitation by 80 percent
to 100,000 square miles.

Royalty payments were linked to per ton output and APOC (from now on AIGC)
agreed‘to pay the Iranian government the sum of 4 gold shillings per ton
of o0il either consumed in Iran or exported.

A sum equal to 20 percent of the distribution to ordinary shareholders of
AIOC in excess of £671250 was to bs paid to the Iranian government,
Provision was made for adjustment in payment due to the fluctuations in
ths gold value of the pound sterling.

The company was to be completely exempt, for the first thirty years of its
operation, from any taxation and import duties for the capital goods and
some necessities other than specified by the concession,

During the first fifteen years of the cencession, the AIOC was liable to
pay tax at a rate of 9 pence per ton for the first é million tons of pet-
roleum and 6 pence per ton for the excess of 6 million tons, -

During the following fifteen years of the concession, the imposed tax was
to be raised to one gold shilling per ton for the first 6 million tons and
9 pence per ton in excesslof 6 million tons, |

Introduction of a floor for the government revenus, The AIOC was to guarantee

~a minimum of £750,000 annual payment as roylty and dividends and a mini-

mum of £225,000 annual payment for the first Pifteen years and £300,000

annual payment for the following fifteen years as taxss,

The 1954 0il Contract

a)

The major points in the 1954 o0il concession were as follows:16

The govefhhén%'specified the establishment of two operating companiss, the

.011 Exploration and Producing Company and the Oilﬂéfiningcompany, Thess

. companies were entitled to operate the Iranian oil industry on behalf of

the NIOC (National Iranian 0il Company). The operatihg 0il companies were



b)

c)

d)
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not profit making and their costs were to be covered by NIOC and the trad-
ing companies (subsidaries of consortium members) proportionally,

50-50 profit sharihng was defined as equal share (between NIOC and the con-
sortium) from the net profit in the producing stags based on‘the Yposted
prices'. Iran received its share in the form of income tax on the consor-
tium profits,

The NIOC was entitled to receive 12} percent of total production as royalty,
payable either in kind or in cash at posted prices.

The operating companies are exempted from import duties for their materials

and equipment for operational stages and medical and hospital facilities.
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9 Conclusion

- e

9«1 Determining Factors

There may bp few countries in thch the sconomic development has
been so depondon£ on the state intervention. Such intervention in the case
of Iran has feiled to bring sbout the n;cooonry condition for e long-rum-..
sustained economic grﬁuth. The failura has basen the consoéu-nco of the
government sconomic policies in thch ths long=run economic fltionlllty
has been sscrificed for tholnhort-run economic interests of dominant ruling
elites, Such ocoﬁomic policies have been lffoctodbby two inter-related
facters, the roiianco on the oil revenue as the major source-of govornnong
financial roaouréoc and the government docl:ioﬁ making with regard to the
allocation of the r-oodrcoa to different social and economic activities,
Althohgh the latter has largely bsen affected by the former, the latter:also
has been the responsible factor for the reliance on the former. It is the
inter-reaction of ihoc- two fuctéro which has shaped the pattsrn of sconomic

development in Iren (cheptersitwo and sight).

il Rev _

" The oil revenus has not only provided the goverrment with an sasy
financisl resource, but has also affected the politieal structure of Irsnien
socliety, Due to thi importance of oil ss a source of ensrgy to the West, the
Western Europopn countries and the USA have alunyovclonnly.uhtchoﬁ changes
in Iraniesn politics, They have intorvonbd in Iranian politicsl crisss when-
ovcf their interest have been thrsatendd, Thsy have tri-i to shaps Iranian
politics and slow down the rate of change in the politicel structurs by
elaboratihg on its financialessistance and giving some concessions with

regard te tho}bargainlng position of the Iranian government against thg oil
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companies rogaidlng thoif share of eil revenus whenever a strong opposi-
tion to the ruling elites existed, Thasrefore, it 1s not surprising that
ths Iranian ruling elites have protected the intsrests of their allies in
decision making, both with regard to the utilization of oil rov;nuc and
the sllocation of government sxpenditure to different sectors (chspters
two and eight), o

uWith the rise in importance of o0il revenus in the Iranian economy,
the statehas bacoms more and more independent from the rest of the economy
and its . Soclal ' bése . ' end thereby the gap between the ruling elites
and the ruldd_classes has uid;nod in the political structure of the socisty.
The gradual development of such independency of the state and the widening
osp between thess social classes have affected the government decision
making with regard to its economic policies. In particulsr, ;t has left
oil revenue as an external factor te the Irsnisn economy and has made the
sconomy 85 vulnerable to changes in oil revenus, The 1nov1tab15 consequeance
of suth non-sxistence of control on the oil secter hnd not haﬁing a-nationsl
lonq-runpiapfor the utilization of natiral resources has bsen the short-
run effects imposed on th-‘;ranian sconomy by the international structure
of oil markets and its changes during the 75 ysars of oil productien in
Iren (chapter eight).

The esbove process has been reinforced by the effect of oil revenus
on the structure of the fiscal system in Iran, 01l revenus has been used:
to sase the pressure and sacrifice needed for -eonouié dovolnpnint. In par=
ticuler, it has retarded the development of the fiscal system in favour of
ruling elites. While the greater intervention of the state in sconomic
development has required highsr revenus, this revenue has been rui.cdv'
through grester pressure ofi the oil companies, The pressure has always

been accompanied by changes in the domestic political atnbaphoro and
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changes in the international oil markets which have brought sbout the
necessary mechenism for readjustmernit to the new situation, However, the
domestic political changes have besen concentrated on tﬁi pressurs on the
oil companio§ rather than seeking a change in the fiscal system and its
adaptation to the changea in the economic structurs of the socisty, While
the revenus constraint has rostrict.d government expenditure and the changes
in the oil revenue have crested the necessery dispiacemnot effects to
readjust tha government revenus, these shocks have generated only shorteterm
sffects dus te tholexogenity of ths oil revenus from the Iranian fiscal
system and the under-developed naturs of the Irsnian tax system, Although it
o has called for a change in the tiscel system by which the dominant classes
of the socisty could have bsen brought undor the tax pressure and give a
higher sacrifice for the sconomic development, the aveilability of oil
revenus has made it possible for them to refuse the necesssy change without
Jeopardizing theit positions and shodt-run interests, Also, the oil revenue
has increased the possibility of using deficit financing te bridge the gap
bntuoon"obvotnaent expenditure and revenus by reducing the diisdvantagso
of such a channel of financing on the nid&ioklnd upper clasaol_(chaptoro
two, six, seven and oiﬁht)'..

Tho refusal to implement the nccnsiary changes in the fiscal system
Qby midlle and upper classes has reinforced the process of gearing the Iranian
sconomy and political system to the shorterun changes i{n the o0il revenue.
Any success of the otatuyiq the bargaining againat the oil companies and
increasing oil revenue has strengthened its political power to‘doal with the
opposition and has incressed its degree of independence from tha rest of
the .conomf a&d sven its secial base. With the increase in importance of,
end dependency on ths oil revenus, the Iranian economy has reached the

stage at which the pattern of sconomic development has bacome subject tp
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government dqcision making with regard to the distribution of its spendings,

Government Decision Making
There have been two main considerations with respect to government

decision making regarding the determinants of ' aggregate government expen~
diture and its distribution to different government functions, First, the
government has ensured ths flow of o0il exports to the Western Europeon
countries and the USA ( the level of exports has been left to be determined
by the demand for and supply of oil in the internationsal market) due to the
strong linkage between the Iranian government and ites foreign allies, In
this way, the level of gqvernment expenditure is also determined by the |
international oil market. Secondary, the ﬁ;qtribqthn of government expen—
diture has been such as to ensure ths perpetuation of the status quo. What
has determined thes allocation of government expenditure to differsnt functions
is the commitment of the state té its Western Allies and its commitment to
domestic socisl forces to ensure political stability, On the one hand, it
has had to balance these two factors,-Uhild on the other hand, it has had
to ensure its dbmostic sociallbase or even to creste such a base by elabo-
rating on its economic policies within the country(chapters two and eight),
As far as the balance between the external and internsl factors is
concerned, the trade-off point has besen determined by the balancs of power
within the structure of the political hierarchy, When the different domestic
-social forces had some voice in constituting the political structure of the
state, the balance bestween external end internal government's commitment was
determined in favour of domestic sociesl forces, Therefors, the distribution
of government expenditure was largely influenced by thess forces and the
- social and economic government expenditure had relatively higher ucight.
Also, this is the period in which the state had a stronger linkage to its
social base both for political and economic support (chapters tws and aix),

Howsver, the increass in foreign eid and oil revenue has gradually
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changed the sequence of causes and effects and has made tha economy as e
uhoiovgoar to povernment expenditure whose level has been exogsnously
determindd, This has granted the state more sutonomy in determining its
"policy and has given the external factor a high weight. This, particulearly,
has been noticeabls since the mid 1960's when the stability of the Persian
Gulf has been undertaken by the Irsnisn government which slso means a higher
commitment of the Iranien government to its Western Allies. A higher share
of government sxpenditure has gone to the expansion of the army to fulfill
such coqultnont. The sxpension of the army, has onzone hand rnducid the
share of domestic social forces from govor»uantvgxpchditur. und, on the other
ha»&;:thonolo of the arn} ss a determinant factor in the domestic politics
has incressed which in turn has reinforced the above process and meant a
lower reliance of the state on other political forces. In othsr words, the
chlngolin the balance betwsen external and internal factors has affected
the trade-off point among differsnt government expenditurss within the
Iranien economy and under the revenus constraint, While up to 1966-67, the
trade- off point was more or less a r-!loétloﬁ of the relative importance
of domestic social forced and the state had tried te gain the support of
urban dwsllers end particularly the urban middle and upper cliccot, since
then, with the expansion of the army, the room for attraction of such
~ support has become narrower and the trade-aff point has been affected by
the weight of the army in the political hiersrchy (chpaters tws-and five).
Although, as the above shows, the determinant of government expen-
diture and its allocation to different ssctors have been a short-run one,
it has produced long~-term sffects by changing the structure ef preduction,
employment and distribution of incoms, This 15 the long-term effect which
has determined the direction of the sconomic development, the economic

irrationality of the system and its social and politicsl consequences.
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G2 Effects of Government
.-Econemic Rolicies

..

Production '

- The government's sconemie policies have been tailored &s such, to
materialize the state object with regard to the attraction or sven creation
of its social bass, Therefore, it is not surptising te see that the govern-
economic policies have benefitad the urban dwsllers and particularly the
middle and upper clasees. In this respect, the expansion of service sectors
and large industries hayo received higher attention while the sgriculturel
sector has been ignored, |

. As the consequence of government economic policies,.the agricultural
ssctor has shown a poor performance and the rate ef growth of output in this
sector has hardly reached the population growth rate .on averags, The problem
has been structural and due to the distribuiion of land into under-economic
units, the lack of cspital formation and credit as well as institutional
backing for peasants after the land reform, Ths government's dirsct investe
ment and indirect assistance to the agricultural sector has besn vcryllon;
and the government price and import polici;c aimed at lowering the price of
food stuff to the urban poéﬁlation have made this sector very unattractive
to the private sector, However, the gevoinu.nt has tried to raise’the output
'through recrganization of production units after the land reform which shows
no significant effects on total prodution, While the agro-businssses and the
farm corporstions have absorbed a lerge share of government financisl assis-
tance both through the credit policy and government investment in the infra-
structure, thelr contribution to total agricultaral production has hardly
reached 0,4 percent which indicates that the government polity for the deve-
lopment of the sgricultural sector was a complete failure. More importently,

the majority have suffered from the lack of financial support (chepter three)
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The industrial sector shows the highest rate of growth relative
to other sectors of the sconomy, Tha government has played an impartant
role in the modernization of the manufacturing sector, On the one hand,
government intervention in ths manufacturing sector has besn in favour
of the development of.large industries, Not only direct government invest-
ment and government direct assistance have concentrated on the development
of capital intensive industries, urban.small-gcale and rural industries
have been silently ignored depsite their importance in domsstic production
and traditional exports (chapter Pfour),

Howsver, the growth rate of production in large private industries
was decreasing during 1969-72, due to the limitation of the small domestic
market and the foreign exchange shortags during this period. Although these
restrictions have bsen relaxed since 1973 aftsr the sharp #iss in o0il revenus,
‘due to the maldistribution of income, the effscts of cénsumption expansion
have booﬁ short-run and limited te the urban population and particularly the
middle and upper classes { Still, the low lsvel of incoms of pesasant families
has been the main reason for the narrownsss of the rural markets which has
impossd & 1imit on the expansion of the domestic market (chapter four).

The sbove market liiitation has a futther implication with respect
to tﬁo pattern of industrisl development., Although since 1972, most of"
‘government's direct investment hes born fruit and the share of the public
sector in the total industrial value added has bsen increasing, with the
market limitation for consumer goods, the public industries which preduce
intermediate and cepital goéds will resch their limit sooner er later, Not
will this limitstion and the technological differences between the private
and public manufacturing hamper the further integration within the modern
ssctor of the industry, but so also, will the pattern of investment in the

public sector during 1973-76 which has shown 8 shift towsrds arms industries
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indicats a stronger linkage to foreign supplior@ and the irrationality of
the choice of investment in the public sector (chaptof four),.

Government services have been the main reason for the large base end
the repid expansion of the service ssctor during the 1960-76 period, While
the lack of infra-structural invesmént and human cepitel has besn an impedi-
nent to the growth of some of the -conénoc ssrvices such.as transport and
social services such as sducation and health ssrvices, gensral affairs and
dafence . exibit sharp ipcpeaaes.(chéptor five).

The lack of supply oéhaducation, particularly in sscondary and higher
esducation is enormous; and tho quality ef sducation is low at all levels,
the gep batween rursl and urban sducation has been widening and it seems
that rural education is not going beyond simple literacy and canﬁot be regarded
as a bass for secondary sducation, Not only in the short Tun, has the rural
areas been refusad a part of oil revenue and the distribution effects of
government sxpsnditure, but, also in the long run, the gep would: 'sccentuate
the existing low productivity and need for speciaslized menpower in the rural
areas, The basic problem has besn the lack of qualified teschérs and the
financing of dducation system, The latter has imposed a restriction on
salaries payable to teachers and has made tsaching unattractive to students,
Despite the above short comings and the lack of human capital necesssry in
ths long run, the reaction of the educational system to the structurs of
occupation in Iran at the pressnt time has been rational and sffective
(chapter five).

The effect of health services has been to stabilize the rate of growth
" of population, This effect has been a result of improvement in public sani-
tation and preventive services rsther thsn in medical cars, The lack of
medical supply to rural sreas is the most important deficiency of the

health services. Along with the incresse in importance of oil revenus and
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the {ndependence of the stats from the - soclel forcss, the consideration of
distribution effects of tha government sxpenditure has been undermined; and
the health service as one of the government functions has not bqon distri-
“buted equally and has been limited to a fraction of the socisty, In this
respect, the basic problem has bsen the lack of:supply of apocinlizqd per-
lonnolvand budgetary constraints. The undersstimstion of both.educatlon aﬁd
heelth services reflects’.the short-sighted planning and the political struc-
ture of the socisty in which the state ensurs the interest of ths minority
of paoplo.on wvhom it has relied on, With the change in the political struc-
ture of the oociotyttouard the domination of the military forces, defence
expenditure has been ovon—omphasioid.

The political determinant of dnfoncg:gc@ivit&o; has éivun priority
to defence expenditure which registered an increase of seven porcunt_rnll-
tive to the GOP during 1965-76. The effects of such a high defence expendi~
ture on the nbonony, have not only been the depletion of foreign exchange
reserves and the absorption of skilled manpower in th.vlr-y; but also the
the distortion of the pattern of industrial development and the over-utili-
zation of infra-strucutres (chapter five),.

Employment

The change in the pattern of production has not been accompanied by
a relative changs in the pattern of employment, Not only does the pattern
of employment show no significant change, but, to some extent, the position
of the agricultural sector in the sectoral employment has been acoohtqltud.

The sbove shows that the government has failed to stimulate employ-
ment in the industrial and service sectors fast enough to absorb the repid
rate of growth of labour fﬁrco and reduce the pressure of over employment
in the sgricultural sector, The basic reason for the failure is the deve-

lopment #f capitel intensive industries in the manufacturing sector, The
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government's own industries are the most capital intensive cnes and also
account for.a large percentags of investment in the industrial secter(chap-
ter four).

- The government has mainly bsen concerned with the urban areas, and
it has considered the importancs of urban employment, In particular, as a
consequence of the political nature of the stats, it is the middle~classes
who benefited from the employment crestion by the government (chpatsr five),
Distributgon of Incoms .

" Although as the consequence of sconomic development seme degres of
maldistribution of income would be created during the economic development,
the government economic policies are cepable of reducing the spesd of such

a process, In Iran while the government expenditure has besen of the most

| important source of distribution of incoms and thersfore a source which is
totally undsr the control of the government and subject to government decision
making, it has sppeared to be ths resl cause of maldistribution and sffceted
by delibsrate government policy with regard to industrial development and
the distribution of social and sconomic services (chpaturcthroq;four and
tive). | " |

,Due to the effects Qf oll revenus with regard to the independency of
‘the state, the state has been able to chooss which social classes it sheuld
‘support and even eroito, to-attract the necessary support for its fersign
relation, The distribution effects of the government expenditure with regard
to .the development of the industrial sector, undermining the rural employ= "’
ment and concentrating its expenditure in areas which bengfit the new middle
classes in the urben sreas, the government has limited distribution sffects
to & small fraction of the society. In the main rurel sress have baen ig-
nored (chapters thres, four and five).

This maldistribution of income has been further accentuated *
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by the pattern of industriel development in which the development of small
urban and rural industriss has been undarmined, despite their impoitance

in export, production and employment, In this respect, one has to recognise
that even 1nd1r-ct1y,ltho fural sreas have not benefited from the government
sconomic policies, mainly due to the lack of linkages between different eco-
nomic sesctors oi sven uithin‘tho manufacturing sector,(chpater four),

"In fact only a fraction of the society which receives a share ofithe
oil revenue through government expenditurs has been able to enjoy a higher
standard of living in real tnrmo; This fraction consists of big industrial.
ists, who bsnefited from cheap government loans, protection policy and the
government orders for goods and services, top civil servents and military
officers as well as a small number of intsllectusl and proféssional people.
(chapters four, -five-and elght)e < .~os.iv s "3

The above pattern has bsen further aggravated through price and tax
policies, While the former has ensured the supply of cheap food and ample
luxury products te urban areas, the latter has allowed consipicucus consump-
tion by the upper classes. In particular the tax ‘system has not been used
to reduce the maldistribution of income 1n"fho country, While there i- a’
larges bass of taxsble income and consumption in the uppar andjiiddlo income
groups they have been largsly protected by the tax system. This has mainly
been dus to the political importence of these classes:-and the availability
of oil revenue, However, this process has also been accentuated by the .
enormous tax concessions in tax lsw which reduce the tex burden of the upper
classes below than that of lower income groups( chmpters.thzee,-six and .
seven), |

All thess precesses and effects of government sxpenditure and tax and
other economic policies have made Irsn 2 unique country with regard to the

distribution of inomces Oshima has found a Gini Coeffeicient of 0,65 to 0,75
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for income inequality 1in Iren, ™ Such coefficients are extremely high,
higher than eny country in East end Southeast Asia, considerably higher
then Western countries and probably as high o2 higher than in Latin Ameri-
can countries for which data are availsble,"( Oshima, He, Income Distribu-
tion, Mission Wiorking Paper No, 11, Employment and Income Palicie$ For Iran,
ILO, Geneva, February 1973 ; P,-63 Mimo.)

While the maldistribution of income has been an important factor in \
the sccumulation of éapital during ths 1960's that is in the sarly stage
of development of import substitution industries, it eppsared as an obstecle
to the growth of large industries during the early-1970's. However, with
such d;stribution effects of government expenditure, tax and other economic
pgl;éios, the state 1s bound to lose its popularity amony the majority. The
Irenian state has tried to offset such a loss of popularity by reinforcing
its military powsr as s political determinant in the structure of the poli-
tical systey, In this way an even larger shars of government expenditure has
been allocated to the military expenditure in order te fulfrill such a func=
tion, This io’bound to accentuate ths process of masldistribution of income.
- On the whole the effects of government spending and tax poliecy have
been to aggravate the distribution of income instead of to correct it and
1t has become the government's deliberate policy, which has been affected
by its politcsl naturs, to creste its social base and grasp the support of
a small fraction of the socisety., Although it might have crested such support
theough its policy in the short run, in the long run it i{s bound to be @

trep of sconomic irrationality.

<

Ow ver t Rsvenus end enditure During 1973-76
round to tha Pressent '

As &n Eco ‘ C
Iranian Crisis

The pattern of economic development during 1960-72 shows that by the
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end of the 1960's, the Iranien economy was becoming to face the typical
problems of under-development, The growth rate in the industrial sector
was declining due to the market limitation and the foreign exchange short-
age, The lack of investment in infra-structure and human cepital was imposing
s further constraint to the geowth of industries, Thq agricultural sector
was suffering from over—-population, low productivity, lack of financial
assistance and institutional backing., Unemployment was rising and ths expen=
sion of the service sector was nollonger an slternative source of smployment
bscause of the revenus constaint imposed on the expansion of government
expendi ture, Under these conditions, if there had not bsen an increase in
the oil revenue, the furfhor growth of the Iranisn sconomy would have been
:cvcrclf limited snd the government could have shown some rationality with
regard to its economic polittjes. Howsver, the above: situation also indicates
thatttho'supply response of the Iranien economy will be rigid, if the expen-
sion of effective demend is considered as the remedy to the problems of
economic dovolopnont( chpaters three, four, five and seven),

At the ond of 1973 end bsgining of 1974, the oil price increased
four fold as the consequence of the chenge in the demand and supply cendi-
tions.as well as the changi.ln the structure of the oil market. Despite the
sharp inci-;so in the oil prico} the government made no attempt to reduce
Telld praduction and even ensured the Tlow of oil to the West at the highest
level, On one hand, this indicstes the strong linkage betwsen the Iranian
state and the Western countries and the USA, In thio respact, the oil revenus
made it possible for the Irenian government to undertake a grester respon-
sibility with regard to the security of the oil area 4f the Persian Gulf,
On the other hand, it was a short-term relaxation of the economic battle-
necks which existed in the sconomy end brought about the possibility of .

further growth, The increased oil revenue gave the Iranian government the
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necessary financial resources not oﬁiy to carry out its gensral policy
sufficiently, but also made it posclblo'to accelerate the process(chpaters
two and eight).

During one year (1974), government expenditurs csused an over-expan-
‘ sion of the economy which increased GOP by almost 200 percent, Since the
government sought some politlcllprgétigeuthrough its economic polity, due
to the dominence of the political determiment it did not consider the sco-
nomic conssquences of its cxbcnditur.. Although aknpnbor of ocoﬁoaic reports
recommended the Iranian government not to expand the economy above:capcity
of humen and infra-structural resources in the short-run, the political
importance and the illusion of development and prosperity undermined the
severity of ths sconomic consequences of such policy(chpater two).

The governmsnt expanded the economy mainly in twe wayss a) by raiaing
the'levsel of wages and salariss in the public sector in order to grasp some
political support and popularity, b) by raising its investment in construc-
tion and other projects with long gestation periods and even unpreductive
and mersly prestige projects (such as srms industries and nuclesr resctors,
etc). Both factors esppesred as sources of ihflation in the under-develeped
Iranian fiscal system; .ndAt.:hiu was the inflation which initially triggered
off the sconomic end political crisis in Iren( part two and chpater sesven).
| Thovooquanco of events started from the incresse in effective demand
through the above channels over and sbove ths capecity of the Ireniasn eco-
nomy with rigid supply conditions, With the poor agricultursl sector which
is ch;r-ctorizod by low productivity and with no excess capacitytin the
short-run, the first effect of the increase in effective demand resulted
in a higher demend for food imports which did not create the necessary
response in the agricultural sector., Therefore, initially, the result was

the incrsase in demand for food imports rather than an incresse in food
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prices, At the seme time the demand for industrial preducts was rising which
caused a higher demand fof {imports of raw materisls and intornydiat. Pro=
ductss With the emall sxcess cepacity of thes 1ndun§r1:l sector, before long
the demand for imports of final products slso increased, Altogether, imports
rose very rapidly and far above the capaicty of ports and transport facili-
ties, The transport bottleneck caused prices to rise after less than six
months, This was accompanied by other bottlsnecks such ss skilled manpower
and even unskilled labour, The latter was mainly due to the over expansion
of the construction ssctor in partibulur in nilit;ry installations and bases.
These bottlenecks made thq supply response very rigid relative to the expanded
effective demand and thereby csused the prices as well as wages in all sec-
tors of the sconomy to rise (chapter seven).

Although the inflation was under way by the mid 1974, the government
made no attempt to cut back its expenditure in the unproductive sectors of
the economy in order to reduce the inflationary pressure and buy the time
for resdjustment,  Instead, it tried to combat inflation through libsralize-
tion of imports and direct control on retail prices which in turn caused
further pressurs on the limited cepacity o;vinfrn-structuro .n¢ human capi- ' ..
tal (chepter seven). :

The conssquence of such repid inflation was the increase of the
kimporta bill of all sorts, By 1976 the foreign exchange reserve stemming
from the rise of oil prices in 1973-4 was wasted in arms purchqooi, imports
of all sorts of commodities and outflow of capital and {t was no longer
poooiblo'fo: ths government to sxpand ths econemy without cccoﬁtuttlng the
the inflationery pressure. The sffects of the government's expansionary
policy on growth disappeared by 1976 and the economic started a recession,
The offects of the increass of wages and salaries disappered in the sharp

increass of prices and rent and caused enourmous dissatisfaction on the
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part of wage and salary sarners as well as retail sellers who could nﬁh

keep up with the :iaing of prices and were swept sway“by large chain stores,
The agricultural sector suffered the most from the cnmﬁhtitldn and the wage
rise, Allarge number of workers were pushed out from the agricultural sector
and were absorbed in construction for a short pericd. For them, the agricul-
tural sector was no longar the permangnt hame any they joined the growing
unemployed in the urban ereas. In the shorterun, the inflation benefited:a
few building end road contractors, top officials as well as imports mer-
chants and big industrialists (chapters seven and eight).

In this way, the sconomy went back to squere one that is the situa-
tion of 1972 uifh some nagbifild problems, By 1978 it became clear that the
government could no longer expand ths economy without a further gfouth of
oil revenue, While the structure of oll market and the pattern of demand
for snergy would not allow the expansion of oil revenues such as the 1974,
the Iranian government was bound to reduce its expenditure or elss it would
have been confronted with 1nflaiionnry prosauro.\Thi economy besing oo‘dopcn-
dent 6n the growth of oil revenue and the pattern of public expenditures and
" not having an independent privgto sector cepable of forcing the sconomy for—
werd, in this situation the occurence of s crisis was inovitabl;. Taking

the dependency of the Iranian economy on government expenditure and its
‘political prestige which came as a consegquence of its snourmous spending,
the solution could not have come from an economic policy, and socisl and
political changes became a necessity in order to create ths appropriate
conditien for further economic development (chapters two and eight). More
importantly, it was the dissatisfaction of the people asbout the wast of
naturel resources without resl development which brought the begining of

~ the socisl end political consequences of such:zan irraticnal sconomic

policy and this was the begining of the end. However, the changes and the
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damages to the structure of production ars so great that it will take

long tina; with enormous difficulties to deal with the structurel probe
lems of the Iranian sconomy even for a decisive govornmont; The most im-
portahg}“difficultioa may be the high expectation of the people with regard
to the standard of living, employment, the agricultural sector and export

of non-0il products which in particular have been damaged,
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Pudblic

at current and constant prices, whole Sale

Expenditure

Table(1) lndex and per head Public Expenditure

Source:
|

Year | - Pub. Exp. |Whole Sale [Pub. Exp. Per Head
‘ Current Prices| Price Index|Constant prices| Pub. Exp.
" | million rials| 1959=100 million rials rials
1928 277 | 6.3 4396,.8 302.5
1929 349 | 6.6 5287.9 426.4
1930 353 6.8 5191.1 412,53
1931 374 7.0 5342.8 418,4
1932 481 7.2 6680,6 515.5
1933 509 Te3 6972.6 531.4
1934 624 8.2 7609.7 571.4
1935 751 - 9.7 7742.3 572.6
1936 1000 1 10.4 961543 ~ 700.8
1937 1248 12.4 10064.5 723.0
1938 1528 1247 12031.5 851.5
1939 2613 14,6 17897.3 1266,6
1940, 3111 16.1 119323.0 1328.0
1941 4174 22.9 18227.0 1234.9
1942 3038. 44,2 687343 458.8
1943 3198 66.3 17235,3 47541
1944 4419 68.4 6460.5 418.7
1945 4312, 65.7 6563.2 419.1
1946 5995 61.2 9795.7 614.9
1947 8021 68,6 11692.4 711.6
1948 . 5839 . | 1713.9 © 7901.4 472.3
1949 9600 - 64.2 14953,3 | 871.9
1950 9200 60.7 15156.,5 862.1
1951 10200 = - 64.7 15765..1 874.9
1952 10500 . 68.8 : 15261.6 806..2
1953 12600 87.9 14334 .4 757.2
1954 15500 97.4 15913,7 820,3
1955 23445 93.9 24968.0 1255.9
1956 | 30829 101.2 30463, 4 1494,7
1957 39660 99.3 39939.6 1905.5
1958 47920 98,1 48848,1 2264,6 -
League of Nations, Economic Intellipence Service,

Tublic Finance, 1928-37, Vol.LVII, Iran, Geneva, 1938,
p.6; United Natlons, Depariment of Economic Affairs, |
Public Finance Information Papers, Iran, New York,

951, pp.94-73 united Nations, Lconomic Survey of Asia
and The Far East, 1955-65; Bharier,J.,, Economic Develo;
ment in Iran, 1900-1970, 1p.26, 46=7 and 68,
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0il and Custom Revenue

(1928~51)
wable(2) Million Rigls
Year 0il Custom
Revenue Revenue
1928 26,1 216
1929 69.0 241
1930 T4.7 ' 253
1931 113.2 240
1932 152.5 285
1933 183.8 347
1934 173.3 401
1935 173.6 442
1936 234,6 528
1937 275.5 686
1938 264.,6 569
1939 337.3 586
1940 253.3 675
1941 341.2 489
1942 528.0 578
1943 512.6 474
1944 571.4 759
1945 719.8 294
1946 912.7 1672
1947 909.3 2538
1948 1174.0 2157
1949 1639.9 : 2951
1950 1433,.6 3178
1951 625.8 3423

Source: Ministry of Economy, Revenue for the
Iranian Custom (in Persian), Tehran,
1966, P.7.; Amuzegar,J. and Fekrat,M.A.
Iran: Economic Development Under Dua-
listic Conditions, 1971, PP. 18-19,
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Government Expenditure

At Current and Constant Prices
Per Head and Foreign Exchange Earnings

rable(3) , ’
Public Expenditure | Fer Head Foreign Exch
Tear Billion Rials Pub. Exp. Earnings
T | SR | mas  |walien
1959 5245 52.5 2480 501.6
1960 54.8 53.9 2475 528.1
1961 54,7 51.5 2299 538.7
1962 55.7 53.1 2305 569.8
1963 66,9 61.8 2608 618.8
1964 80.2 T2.2 2962 701.4
1965 98.7 89,0 3550 8173
1966 108.4 97.2 3770 940.8
1967 136.1 122,2 4607 1175.5
1968 168.9 149.5 5480 1325.1
1969 197.4 173.5 6183 1518..7
1970 231.8 195.1 6760 1690.1
1971 291.8 243.7 8231 273345
1972 359.1 293.4 9649 3337.0
1973 " 497.3 376.3 12050 623%2,0
1974 1154 .4 698.1 21788 20922,0
1975 1569.4 568.4 17338 21972.0
1976 1792,0 638..1 18996 24404,0

(1).,Foreign Exchange Rates for(1959~72)=Rls 76.5 and for
(1973-6)= Rls 66.7
Source: United Nations, Economic Survey of Asia and Far East
1964/5; BMT, Annual Report and Balance Sheet,1965/76;.
BMI, National Income, 1959/71; Plan and Budget Orga-
nization, Statistical Year Book, 1976 (2535).
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Government Expenditure

Table(4) . By Major Function
Million Rials (1928-48) Current Prices
Year General Defence Social Economic Others
Affairs Affairs Affairs | Affairs

1928 119 112 21 25 -
1929 149 141 28 31 -
1930 153 147 31 22 -
1931 143 179 31 21 -
1932 207 186 44 37 -
1933 186 215 54 54 -
1934 276 239 60 53 -
1935 286 256 76 134 -
1936 319 275 92 384 -
1937 3417 319 106 477 -
1938 434 403 118 572 -
1939 297 380 172 1425 339
1940 369 485 197 1893 168
1941 516 593 278 2310 477
1942 747 700 231 923 436
1943 998 1000 351 476 347
1944 1857 117 445 563 438
1945 1687 1096 535 529 375
1946 2412 1545 686 661 693
1947 | 2576 1479 177 887 2304
1948 2467 1651 891 457 372

(1) Note. For calculation see D, a4
Source: see Tablel.
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Per Capita GDP, Per Head Government
Expenditure and Public Expenditure Ratio

Table(s). At Current Prices Ria}?uﬂ
Year Per Capita Per Head Pub. Exp..
GDP Pub, Exp. Ratio (%)
1959 11614 2484 18.9
1960 12261 2515 177
1961 12399 2441 16.8
1962 12863 2412 15.8
1963 13182 2823 18..3
1964 14481 3290 19.5
1965 15796 3937 22.0
1966 16787 | 4204 22 .1
1967 18040 5132 _ 26,0
1968 19783 : 6191~ 28,0
1969 21516 7035 28.7
1970 23732 8031 29.0
1971 52050 9856 3041
1972 39142 11810 30,6
1973 57115 15925 28.5
1974 ‘ 95843 36030 : 35.0
1975 106073 47872 41.8
1976 136330 53346 3646

Source: BMI, National Income, 1959-71; Annual Report and
Balance Sheet, 1970-76; Plan and Budget Organization,
Statistical Year Book, 1977 (2536).
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0il Revenue and Tex Revenue

Table.(6) 1959-76
Billion Rials
Year 0il Tax (1) N (2)
Revenue Revenue
1959 19.4 23,1 29.4
1960 21.4 27.8 27.0
1961 21,7 29.9 24,6
1962 22,2 3047 25,0
1963 27.7 33.0 33.9
1964 36.4 3267 47.5
1565 50,0 . 41.3 57 4
1966 47.4 51.8 56 4.6
1967 54.0 5343 82.8
1968 61.8 65.6 103.,3
1969 7041 72.9 124.5
1970 83.8 8T.6 144,2
1971 155.6 103,3 188,5
1972 178.2 123.9 235,2
1973 311..3 153.5 343.8
1974 - 1205.2 189.2 965.2
1975 1246.8 335.3 1224 .1
1976 1329.0 414,9 1377 .1

Note: (1), Tax Revenue = Direct + Indirect Taxation + Revenue
from monopolies(excluded 0il Revenue).

Note:(2), N = 0il Revenue + Deficit Financing

Source: BMI, Annual Report and Balance Sheet, 1965-76.




Gross Domestic Product

At Current and Constant Prices

‘ 1959=100 .
Table.(7) Billion Rials
Year GDP GDP
Current Prices Constant Prices

1959 277.6 2776
1960 307.8 290.7
1961 324.,9 304.4
1962 345.8 321.4
1963 36643 338.9
1964 410.1 368.1
1965 451.1 402.2
1966 489.5 433.4
1967 542.5 484 ,2
1968 603.0 530,.6
1969 688.3 585.4
1970 798,2 689,7
1971 979.1 778.4
1972 1186.4 889,0
1973 1745.3 1190.2
1974 3149.6 1784 .6
1975 3573.7 2025,2
1976 4684.0 2655.8

Source: BMI, Annual Report and Balance Sheet,
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Public Current and Capital Expenditure
At Current and .Constant Prices”
(1955-1976)

Table.(8) 1959 = 100 Billion Rials
Year Cur. Exp. Cur. Exp. Cap. Exp. Cap. Exp.
curr. Pr. cons. pr. curr. pr. cons. pr.
| 4
1955 15.3 - 8.2 -
1956 20.3 - 10.5 -
1957 24.2 - 15.4 -
1958 31.4 - 16.5 -
1959 36.6 36,6 15.2 15.2
1960 40.5 40.1 14.3 13.8
1961 40.7 375 14,0 14.0
1962 3847 34.9 17.0 18.2
1963 48.3 41,2 18.6 20.6
1964 5343 44.9 26,7 27.3
1965 61.7 52.0 37.0 37.0
1966 70.5 60.0 379 3742
1967 82.1 70.5 54,0 51.7
1968 - 98.8 84.7 70.1 64.8
1969 114.4 98,0 83.0 65.5
1970 135.2 115.0 96,6 80,1
1971 176.7 149,0 115.1 94.7
1972 22T7.3 - 193.1 131.8 100.3
1973 334.5 256.,3 162.8 120.0
1974 727.8 445,1 348..7 253.0
1975 929.3% _ 337.2 526.8 231.2
1976 '} 1059.,8 | " 363.,8 620,10} 274,53

Source: United Nation, Economic Survey of Asia and Far East,
1955-65; Bank Markazi Iran(the Central Bank), Annual
Report and Balance Sheet, 1965-76..




Government Expenditure

By Major Function
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Table.(9) 1964-76 Billion Rials
Year | General Defence Social Economic | Debt +
Service Service Service Service Miscellen
sous
1964 Te3 21.4 21.7 36.0 8.2
1965 7.9 24.8 28.3 44,3 749
1966 9.8 30.2 30.6 49.0 6.9
1967 11.3 36.3 32.4 55.9 6.1
1968 22.3 377 42,0 72.9 16.4
1969 25.8 44,9 48,5 81.4 21.1
1970 26.5 5843 49,5 91.7 311
1971 3049 54.9 65.8 101.4 56.8
1972 48,6 91.1 84.6 112.4 93.6
1973 76.1 134.9 118.1 126.0 95.9
1974 118.0 372.6 232.4 290.9 360.8
1975 163.7 476.0 308.2 449.8 246,2
1976 252.6 566.8 400.1 579.7 179.1
Source: BMI, Annual Report end Balance Shast, 1965-763

Plan and Budget Organization, Statistical Year Book,

1972-T76,




Gross Domestic Product By Major Sectors

At Current Prices
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1959-~76
rable(10) Billion Rials
Year |Agricul-| 0il Industryj Services| GDP * GDP
ture and With Without
Mine 0il 0il
1959 85.4 27,7 45,3 107.7 266.1 238.4
1960 90.9 5041 51.1 118.4 290.5 260.4
1961 92.7 33.7 2343 122.2 301.9 | 268.2
1962 96.9 3843 58,1 129.9 323.2 284.9
1963 98.4 40,6 65.3 | 137.0 | 341.3 | 300.7
1964 110.6 46.4 12.8 156.,0 385.8 339.4
1965 120.0 52.4 86.1 178.3 436,.8 384.4
1966 121.7 60.8 95.5 195.3 473.3 | 412.5
1967 128.4 86.3 111.8 211.5 »38.0 | 451.7
1968 139.6 100.1 130.3 243.2 613.2 513.2
1969 147.8 119.4 150.3 273.2 ©90.7 oT1.3
1970 160.6 140.7 168.1 314.7 748 .1 607.4
1971 172.7 212.6 199.1 365.4 948,9 73643
1972 201.8 264.0 247.2 477.2 1190,2 926.2
1973 234.4 58T7«5 332.4 | 629.3 1783.6 | 1196.1
1974 303.3 1441.6 436,8 889.,1 3070.8 }1629,2
1975 333.9 1375.8 621.1 1146.6 3477.4 |2101.6
1976 430.1 1741.4 939.4 |1468.7 [4579.6 |2838.2

Source: BMI, National Income of Iran (1959~71); and EMI,
Annual Report 1972-76.
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Gross Domestic Product By Major Sectors

At

Constant Prices
(1959 prices)

Table(11) 1959-76 Billion Rials
Year Agiiggl- 0i1l Indgstry Services g?ih wggi
Mine 011 Oilout
1959 85.4 277 45.3 1077 266,1 238.4
1960 87,1 31.0 49,0 11%.1 280,2 249,2
1961 87.9 35.2 2.8 114 .1 290.0| 254.8
1962 88.8 40.0 57.8 119.8 306.4 | 266,4
1963 90.3 - 42,5 5.7 126.0 524.5 282,0
1964 92,2 53.4 ©9.2 140.9 355.7 ] 302.3
196> 99.5 59.5 81.6 158.8 599.4 539.9
1906 103.0 8.6 92.0 172.6 436,2 367.6
1967 | 111.1 80.8 106.3 187.0 485.2 | 404.4
1968 | 119.7 92.4 119.8 242.0 543,91 451.5
1969 123.4 105.4 130.9 235.2 294.9 489.5
1970 129.1 121.4 144.4 268,2 063.1 541.7
1971 120.5 142.1 166.5 “01.1 130,2 »88,1
1972 131.3 149.5 191.2 380,73 852.3 702.8
1973 | 138.8 165.0 224 .4 456.6 984,81 819,8
1974 147.0 166.8 271.4 538.0 1123.2 956.4
1975 157.0 148.3 326.4 051.0 1282,.7 | 1134.4
1976 | 167.1 166.7 406,2 701.1 1441.1 | 1274.4
Source: BMJ, National Income of Tran, 1959-71; statistical

Year Boak, 1975-76; and BMI, Annual Report 1976.
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Ratio of (GFDCF) to (GDP)

At Current and Constant (1959)Prices

Table(12) 1959776 Percentage

(GFDCF)/(GDP) (GFDCF)/(GDP)

Year Constant Prices Current Prices

% %

1959 19.8 19.8
1960 19.8 19.9
1961 19.0 18.0
1962 16.1 14.7
1963 17.0 15.1
1964 17.8 16.4
1905 21.2 19.6
1966 20,2 19.0
1967 22.5 22.2
1968 22.4 22.3
1969 21.1 22,6
1970 20.0 : 22.4
1971 23.2 22.8
1972 24.7 24 .1
1973 23.9 20.4
1974 26.4 18.3
1975 3743 . 30.6
1976 36.4 ' 30.6

Source: See Tables 10 and 12.




Ratio of (GFDCF)/(GDP)

By Public and Private Sectors

At Current and Constant(1959) Prices
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Table(13) Percentage
Public Private
Year (GFDCF)/(GDP) (GFDCF)/(GDP)
cons,. Pr. Curr. Pr. Cons. Pr. Curr. Pr.
% % %

1959 7.8 7.8 12.0 12.0
1960 6.6 6.5 13.2 13.4
1961 742 6.6 11.8 1.4
1962 6.0 5¢3 10.1 9.4
1963 7.0 6.0 10.0 9.1
1964 645 5.9 11.3 10.5
1965 10.1 9.3 11.1 10.3
1966 8.9 8.3 1.3 10.7
1967 11.0 10.7 11.5 11.5
1968 12.5 12.4 9.9 9.9
1969 12,7 13.7 8.4 8.9

- 1970 11.9 13.4 8.1 9.0
1971 13.0 12.8 10.2 10.0
1972 12,3 12,0 12.4 12,1
1973 13,1 11.4 10.8 9.0
1974 16.8 11.0 9.6 743
1975 20.8 15.6 16.5 15.0
1976 21.3 171 15.1 13.5

Source: See Tables 10 and 11.
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Gross Fixed Domestic Capital Formation(GIFDCT)
' By Major Economic Sectors

Table(14) AtConstant (1959) Prices Billion Rials
Year |AgTriculture Indzstry Services Oil (GFDCF)
Mine Gas

1965 565 43.3 | 26.2 9.6 84,6
1966 5¢2 48.0 27.5 7.3 88.0
1967 7.9 57.9 36.2 11.1 113.1
1968 T«9 65.5 40.1 12.8 126.3

1 1969 8.9 67.6 43.1 12.2 131.8
1970 9.0 72.5 49.3 8.9 139.7.
1971 12.4 92.2 59.4 14.0 178.0
1972 17« 108.5 68.1 23.2 217.4
1973 18.0 116.9 83.4 21.6 239.9
1974 27.8 140.3 101.7 25.7 295.5
1975 42,7 210.8 161.5 46,3 461.3
1976 23.4 272 .1 162.4 47.5 515.0

Source: See Table 11.
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Fixed Domestic Capital Formation(GFDCF)

By Major Industries

At Constant (1959) Prices

Table(15) Billion Rials
Industry 1965 1966 1967 1968 1969 1970
(GFDCF) 84.6 88,0 113.1 126.3 131.8 139.7
Agriculture 5.5 He2 7.9 749 8.9 9.0
Industry +
0il1 + Gas 9.6 Te3 11.1 12.8 12.2 8.9
services TeT Te7 8.6 10.3 11.0 12.6
Transporta-
tion 18.8 19.0 26,8 28,6 28.8 30.6
Communica-
tion 0.7 0.8 0.8 1.2 343 6e1
Water +
Housing 27.5 28,6 29,6 30.1 28.1 31.1
¢onstruction
Other Than 2.6 3.8 4,9 4,9 5.5 5.1
Housing
Source: See Table 11. Cont...
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Gross Fixed Domestic Capital Formation(GFDCF)
" By Major Industries
At Constant (1959) Prices

Cont... Billion Rials
Industry 1971 . 1972 « 1973 + 1974 ' 1975 ° 1976

(GFDCF) 178.0  217.4 239.9 295.9  461.3  515.0

Agriculture 12.4 17.6 18.0 27.8 42,7 33.4

Industry +

Mine 3?05 32.8 48.2 62.6 10008 113.8

0il + Gas 14.0 23.2 21.6 25.7 46,3 47,5

Services 16,1 = 22.0 42.9 48,2 63.7 68.6

Transporta-

tion 32.9 35.2 29.7 41.7 79.7 72.8

Communica- ‘

fion 10.4 10.9 10.8 11.8 18.1 20.6

Water + '

Electricity 13.0 15.0 10.6 13.9 20.5 40.1

lHousing 40.5 51.1 50.9 5641 82.5 108.4
Construction

Other Than 6.2 9.6 7.2 707 7.0 908

Housing

Source: See Table 11.
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Gross Fixed womestic Capital Formation(GrDCF)

By Private and Public Sectors

At Current Prices

Table(16) Billion Rials

Y N Public Private
ear Tota uonigggc— mggg;— Total Conz:ggc- M;gg;- Total
1959 52.7 15.6 5.2 | 20.8 15.8 16.1] 31.9
1960 57.8 14.9 4.1 19.0 20.5 18.3 38.8
1961 54.3 14.1 5.9 20,0 21.3 13.0 24.3
1962 47.4 13.6 3.6 17.2 19.0 11.2 30,2
1963 51.5 17.9 2.5 20.4 19.8 11.3 31.1
1964 63.2 18.5 4.1 22.6 24 .4 16.2 40.6
1965 85.5 30.7 9.8 | 40.5 28,5 16.5 | 45.0
1966 90.0 27.5 12.0 39.5 30,2 20.3 50.5
1967 119.3 40.5 17.1 57.6 31.9 29.8 1 61.7
1968 136.5 51.1 25.0 76.1 54 .1 26.3 60.4
1969 | 156.4 | 2.1 32,7 | 94.8 36.6 25.0 | 61.6
1970 167.3 67.8 32.8 | 100.6 373 29.4 66.7
1971 216.7 85.6 35.9 | 121.5 49.0 46,2 95.2
1972 287.4 108.2 35,2 | 143.4 66.3 77.7 | 144.0
1973 363.3 145.9 57.0 | 202.9 7743 83.1 | 160.4
1974 562.0 228.1 108.7 | 336.8 113.1 112.1 | 225.2
1975 [1065.6 410.9 133.1 | 544.0 190.1 331.5 | 521.6
1976 [1402.7 583.0 198.8 | 781.8 307.8 313.1 | 620.9

source: National Income of Iran, 1959-71(13%33%8-50); and

Statistical Year Book, 1975(2535) and 1976(253%6).
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Gross Fixed Domestic Capital Formation(GFDCF)

By Public and Private Sectors

At Constant (1959)Prices

Table(17) Billion Rials

‘Y tal Public Private
| T |ongtmed nachic] pota |ongtmued saghl-] sotay
1959 | »2.7 15.6 5.2 20.8] 15.8 16.1 31.9
1960 | 55.5 14.4 4.0 18.4] 19.3 17.8 | 37.1
1961 55.0 15.2 5.6 20.8 21.8 12.4 34.2
1962 | 49.4 15.0 3.4 18.4f 20.5 10.5 ] 31.0
1963 | 55.3 20,3 2.3 22,6 22.2 10.5 | 32.7
1964 | 63,2 19.4 3.7 23.1 25.2 14.9 | 40.1
1965 84.6 51,7 8.8 40.5 29.1 15.0 44.1
1966 | 88.0 28.2 10.6 38.81 30.7 18.5 | 49.2
1967 | 113.1 40,3 14,8 55.1 31.6 26,41 58.0
1968 | 126.3 48,9 21.5 70.4 32.4 23.51 5.9
1969 | 131.8 51.9 27.4 79.3| 30.7 21,8 | 52.5
1970 | 139.7 6.7 2647 83.41 31.3 25.0 | 5643
1971 | 178.0 71.8 27.8 99.6| 42.7 35.7 | 78.4
1972 | 217.4 82.8 25.4 108.2 53.1 6.1 | 109.2
1973 | 239.9 91.9 39.4 | 131.3| 51.1 57.5 | 108.6
1974 | 295.5 124.,9 02.5 187.4 52.5 55.6 | 108.1
1975 | 461.3 189.5 67.1 256.,6| 69,6 134.9 | 204.5
1976 | 515.0 208.9 93.6 302.5 90.3 122.2 | 212.5

Source:See Table 16,
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Population and Industrial Output
By Industries

Table(18) - ° Billion Rials
Industry 1959 1960 1961 1962 1963 1964
Population

in(1000) 1) 21171 21776 22398 23038 23696 24373

Food, Beverage '
Food, Jeverage 5) 20,9 26.5 27.3  31.5 33.4  41.0

Textiles 3)  15.6 16.9 19.2 19.7 24.5 31.0
Apparels 4) 2.8 3.1 345 4.9 5.8 641

Wood, Paper
& Lehther ) 3T 42 42 5.3 T8 7.6

Chemicals 6) 1.5 1.4 2.4 3¢5 3.8 5¢3

Kon-metallic 7) 3.6 3.7 2.8 5,2 5.4 6.7

Minerals

Lasic Metal 8) 0.3 0.4 0.6 0.6 0.9 1.2

Metal Products 9) 3.0 3.4 3.6 6.0 5.6 7.6

Capital Goods
& Transports 10) 1.8 4.1 3.4 7.6 8.0 9.4

0il Products’
& Others 1) 0.8 0.8 1.3 1.4 2,7 4.1

Total Output 12) 5403 6408 6806 8507 9709 120.0

source: BMI, National Income of Iran, 1959-71; Ministary of
Economy, ISI, 1973; and Plan and Budget Organization,
Statistical Year Book, 1976(2536). '

contese
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vonteee. Billion Rials
Ind. 1965 1966 1967 1968 ~ 1969 ~ 1970 1971 1972 1973
1) 25069 25785 26522 27280 28059 .28861..29607 30407 31228
2) 70.9 82,9 102.2 120.1 129.0 137.4 156.0 173.9 201.0
3) 36.2 38,8 49.3 53,9 59,5 63.9 70.0 84,7 91.0
4) 21.9 26.5 26.9 28.6 32.6 39.1 47.0 54,4 61.5
5) 9.1 11.0 3.1 14,1 18.4 20.9 23.9  27.8 31.7
6) 5.6 6.3 9.9 12,4 15,4 19.5 23,1  29.9 34.6
7) 8. 9.3 10,3 1.4 13,1 147 17.1 22,4 27,5
8) 2.1 2.8 4.4 5.6 8.1 9.4 12.9 19.3 23.0
9) 7.0 8.3 11.1  13.1  15.0 17.6 19.8 23.1 25.3
10) 11.3  13.5 20.9 28.4 31.7 39,2 47.6 64,0 75.0
11) 3.9 4.7 749 9.1 9.5 10.7 10.0 13.6 14.8
12) 177.1 205.1 263.0 293.,1 332.1 372,5 428,4 513.1 575.7
Source: BMI, National Income of Iran, 1859-71; Ministary of

Economy, ISI, 1973;and Plan and Budget Organization,

Statistical Year Book,1976(2536).
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Government revenue
According To Major Components
(rxcluding Special Revenues)

Table(19) Billion Rials
birect| 0il Indirecg Other | Other |Profit &
Year| Taxes| Revenue Taxes |Monopolies|RevenueInterest| Total
(1) Received
From In-
vestment
Abroad
1959 37 19.4 12.9 3.7 2.8 - 42.5
1960 4.4 21.4 14.4 4.1 4.9 - 49,2
1961 4.5 21.7 13.5 4.4 Te5 - 51.6
1962 5.1 | 22.2 | 12.4 4.6 7.0 - 5143 |
1963 6.3 | 27.7 | 15.1 7.3 4.3 - 60,7 |
1964 5.9 36.4 | 17.6 5.9 3.3 - 69.1
1965 8.9 50.0 | 21.6 6.4 4.4 - 91.3
1966 9.9 4T7.4 | 24.7 8.7 8¢5 - 99,2
1967 11.6 54.0 28,7 8.4 4,6 - 107.3
1968| 17.5 61.8 3541 6.8 6.2 - 127.4
1969 21.1 7041 38.6 7.0 6.2 - 143.0
1970| 28.5 84.7 43.0 8.0 8.0 - 172.3
1971! 30.2 1 155,3 50.4 11.2 11.2 - 258.3
1972| 41:9| 178.2 | 60.7 10.3 11,0 - 302.1
1973| 56.5 311.2 793 8.6 9.2 - 464.8
1974} 72.2 | 1205.2 85.6 13.6 15.2 6.3 1394 .4
1975§151.9 | 1246.8 |119.0 30.8 22,6 11,0 1582.1
1976[187.8 | 1329.,1 }154.1 23.3 3245 18.2 1743.9

- Note.(1) Discrepencies between figures for 1962-69 from those of
Tabla(6-19) are due -the government receipt from the differe nce
between the buying and selling rate of foreign exchange ,
see T'able (6=19), )

source: BMI, Annual Reports 1956-76.
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Table (20) 1962-76 Billion Rials
Income | Property + |Stamp |Other birect Total
Year Taxes | State Taxes|Duties Taxes Direct Taxesg
1962 441 0.6 0.4 - 5.1
1963 bed 0.5 0.4 - 6.3
1964 4.9 0.5 0.5 - 5.9
1965 Te2 1.1 0.6 - 8.9
1966 Te9 1.3 0.7 - 9.9
1967 8.7 1.4 0.9 0.6 11.6
1968 14 .1 1.4 1.1 0.9 17.5
1969 17.2 1.5 1.4 1.0 21.1
1970 22.4 2.3 1.5 2.4 28.6
1971 25.6 1.1 2.1 1.4 2042
1972 33.2 1.4 2.7 1.9 39.2
1973 44,7 2.0 37 2.5 52.9
1974 61,7 2.5 541 2.9 72,2
1975 138.2 4,2 6.3 3.2 151.9
1976 169.3 6.0 8.0 4.5 187.8

Source: BMI, Annual Report, 1965-76,




564 -

0il Revenue, Production, Royalty Payments,

Table(21) AIOC Profit and Per Ton Revenue
0il Payments|{Payments |Profit |Revenue | A10C
Production| 4o Iran| To Iran|{of APOC |per Ton | Profit
Year| willion | £('000) willion (AIOC§ Iranian | per Ton
of Tons Rials |£('000) [Govern- £
: went
(1) (2) (3) (4) £ (5) (6)
1913 0.27 10 27 0.04 0.10
1914 0.38 b4
1915 0.45 86
1916 0.65 344
1917 0.89 325 780 0.36 0.87
1918 1.11 : 736
1919 1.38 469 1.9 1849 0.34 1.33
1920 1.74 585 19.9 3264 0.34 1.87
1921 2.33 593 30.4 3779 0,25 1.62
1922 3.00 533 30.2 3431 0.18 1.16
1923 371 411 19.4 3517 0.11 0,95
1924 44,33 831 34.9 4067 0,19 0.94
1925 4,56 1054 45.8 4397 0.23 0.56
1926 4,83 1400 8.0 4800 0.29 0.99
1927 5.36 502 24,7 4106 0.10 0.77
1928 4,29 29 26.1 3686 0.12 0.86
1929 5.46 1437 69.0 4247 0.26 0.78
1930 5.94 1288 1447 . 3785 0.22 0.64
1931 5.73 307 | 113.2°] 2413 o0.059 o0.42
1932 6.4 1525 152.5 2380 0.24 0.37
1933 Te 1812 183.8 2654 0.25 0.37
1934 Te5 2190 1733 3183 0.29 0.42
1935 745 2221 173.6 3519 0.29 | 0.47
1936 8.2 2580 234.6 6123 0.34 075
1937 10.2 3545 275.6 7455 0.34 0.73
1938 10.2 3307 264 .6 6109 0,32 0,60
1939 9.6 4271 33743 2986 0.43 | 0,31
1940 8.6 4000 253.3 2842
1941 6.6 4000 341.2 3292
1942 9.4 - 4000 528.0 7790
1943 9.7 4000 512,.0 5639
1944 13.3 4464 571.4 56717 0.33 0.43
1945 16,8 5624 719.7 5792 | 0,33 0434
1946 19,2 7132 912.7 9625 0.37 0.50

Cont...
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vont...

(1) (2) (3) (4) (5) (6)
1947 20,2 7101 909.3 | 18565 0,35 0,92
1948 24.9 9172 1174.0 | 24065 0.37 0.97
1949 26.8 13489 1639.9 | 18390 0,50 0.69
1950 31.7 16032 1433,6 | 33103 0,50 1.04
Notes: 1- This figure shows the original payments . It was

revised, according to the 1933 Contracts;

2- Additional payments were made in 1939 ; £1,500,000,
making a total of £4270,814 and for 1940-43 additional
sum s to make it up to £4,000,000.

3- The Rial payments at the revised figure see Note 1,
4- Calulated according to the original figure. For the
revised figure, the per ton revenue is £ 0.21.

Source; Mikdashi, Z..,0p.cit. pp.45-46. Table 1.
Shwardram,B., Op.cit. pp.132-3 Table 1. ,
Amuzegar, J. & Fekrat, M.A., op.cit.,pp..18-19, Table 1.
Fesharaki,F¥., op.cit. p.15, table 1.1, and p.17, table 1,2,
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